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CHAPTER-I 

INTRODUCTION 

1.1 Overview of Regional Trade Agreements and the GCC 

Regional integration and cooperation gained its momentum after the Second World War 

within and between developed and developing states. This wave of regionalism spread all 

over, first into Europe, then into Africa, Asia, the Middle East, and both North and South 

America, as the quest for regional integration was undertaken in the belief that such 

mechanisms might be a cure for protectionism. Many also hoped that integration would 

foster trade flows, growth, and development among participating countries. It was also 

widely accepted that such integration would provide other benefits, including dynamic 

features, ranging from open borders to the free exchange of ideas that would mature over the 

long-term and benefit all. 

RTAs have different shapes which range from preferential treatment of some goods among 

an identified set of countries either by eliminating tariffs completely on specific goods or 

lowering tariffs than the normal applied tariff rates to non-members. The second type 

includes free trade areas which are the most popular shape of RTAs and account for more 

than 84 percent of all RTAs in force worldwide (Crawford and Fiorentino, 2005). 

There are a number of motivations that lead countries to join RTAs. Conventional wisdom 

often confines the engagement of a country to a RTA by focusing on the economic gains 

and losses whereas history has shown that countries join RTAs for other reasons, namely 

political. Among the major economic reasons that motivate countries to be engaged in RTAs 

are better market access, enjoying economies of scale and, attracting more foreign direct 

investment (FDI) and technology transfer. However, as aforementioned joining RTAs is 
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never confined to economic reasons. The history of the establishment of the European 

Community, for example, provides clear evidence in this regard whose whole integration 

process started by a clear aim of the need to avoid any future wars in Europe especially 

between Germany and France. 

 Nowadays, there is a growing body of literature that examines the role of RTAs in 

preventing regional conflict and achieving security. Other aims of joining RTA might be the 

need of a foreign catalyst of domestic reforms and ensuring credibility which applies mainly 

to developing and least developed countries joining RTAs with developed countries. 

The Middle East in general and the GCC states in particular have attracted many 

researchers, as the GCC member states became important players in the world economy. 

This attention is partly due to the concentration of world oil reserves in this region and to its 

geographic location. There have been many economic groupings established in the Middle 

East in the past four decades, however none of these was successful and none reached 

maturity.  

Since the early 1980s, GCC countries (the countries of the Arab Gulf region: Bahrain, 

Kuwait, Oman, Qatar, Saudi Arabia and the United Arab Emirates) have been following a 

series of economic reforms to enhance the role of the private sector, encourage FDI, and 

most importantly to lay the ground for competitive integration. The reforms follow a plan 

with three phases (i) the establishment of a customs union which started in 2003, (ii) the 

establishment of a common market, launched in 2008, and (iii) launching a single common 

currency in 2010, postponed to 2015. By implementing these reforms, the GCC countries 

aim at establishing an EU-style economic bloc. The most important, founding instruments of 

the GCC were its charter, signed in May, 1981, and the Unified Economic Agreement 
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(UEA), ratified in November, 1982. The two documents spelled out the type of integration 

and cooperation desired by GCC founders. 

1.2 Background on Yemen’s Accession into the GCC 

Yemen’s interest in joining the Gulf Cooperation Council (GCC) dates back to the 1980s, 

however several political obstacles have hindered Yemen’s accession to GCC. Lately, a 

number of political signals on both Yemen and GCC sides have revived the interest of 

Yemen’s joining the GCC as a full member. Yemen’s economic performance according to 

national and international reports has not been up to the expectations. Moreover, a number 

of domestic institutional obstacles as well as unfavorable regional and international 

conditions have hindered Yemen from achieving its economic targets as has been expected. 

The review of the third five year plan (2006-2010) shows that the program for structural, 

financial, and, administrative adjustment adopted by the government of Yemen in 1995 in 

collaboration with the World Bank (WB), International Monetary Fund (IMF), and other 

international donors have succeeded in stabilizing the economy, and improved the 

macroeconomic indicators (lowering the inflation rate to one digit, ensuring that the fiscal 

deficit is in safe position, and providing a stable exchange rate). The program has aimed at 

restructuring the economy, issuing a number of laws that suit the transition of the economy 

into a market economy, and creating an inviting climate for investment. Since 1995 the 

government of Yemen has adopted a number of five domestic impediments but international 

challenges have sometimes hindered year plans to follow up on the implementation of 

structural reforms (Ken Gude and Ken Sofer. 2011). Among such challenges has been the 

high population growth rate, low level of human development, widening water and 

environmental gap, low ability of creating a healthy investment climate, shortage of good 

governance, and the challenges of globalization. 
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Yemen has explicitly announced in 1996 that it wants to join GCC however its request was 

refused. Yemen’s position in the 1991Gulf War where it has supported Iraq has created 

several problems in this regard. Moreover, the well known borders’ problem between 

Yemen and Saudi Arabia has always been an obstacle till the problem was solved in June 

2000. The Jeddah Convention in the year 2000 was the main and the marked initiative by 

King Abdullah which ensured a new area of peaceful relationship between Yemen and 

Saudi Arabia. Since then the GCC member States’ approach to Yemen’s accession changed 

dramatically taking a more positive attitude. For example, Muscat Summit in December 

2001 announced accepting Yemen as a full member in four of the GCC affiliated 

committees of education, youth and sports, health, and social and labour policies (according 

to the GCC terminology such bodies are Education Bureau, Health Ministers’ Council, 

Labour and Social Affairs Ministers’ Council, and the Gulf Cup tournament) (Uri Dadush 

and Lauren Falcao. 2009). This was the first step in signaling a positive attitude towards 

Yemen’s accession to the GCC.  

In March 2005 the General Secretariat of the GCC visited Yemen and discussed with the 

Minister of Foreign Affairs several possibilities of Yemen joining GCC among them was 

starting with a free trade and investment area between Yemen and GCC. Following this visit 

the government of Yemen announced the adoption of GCC standards as adopted standards 

in Yemen. In Abu Dhabi summit in 2005 the heads of States of GCC asked their foreign 

ministers to proceed with meeting with their Yemeni counterpart to investigate seriously the 

procedures of Yemen’s accession to GCC. In 2006 King Abdullah of Saudi Arabia 

announced that the countdown for Yemen’s joining GCC started, and the Riyadh summit 

announced the possibility of accepting Yemen as a full GCC member.  
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All political signals are positive in terms of welcoming Yemen as a member of GCC; 

however the mechanism of accession and the conditions remain a black box and not dealt 

with. The interviews revealed that it has been agreed upon that Yemen will join GCC in 10 

years after getting prepared and that there were four main paths for accession including: (i) 

Consultative Group Meeting, (ii) Revisiting the laws and legislation governing investment 

in Yemen, (iii) Approximation of different laws and legislation of Yemen with those of 

GCC and (iv) Continuing the process of Yemen’s joining different GCC affiliated bodies 

(Ghoneim Ahmed. 2006). According to Ghoneim, the aim of the four paths is to secure the 

financial funding and ensure the presence of institutional support to help Yemen in its 

accession process, which was estimated to cost around 10 billion US dollars tackling the 

preparation for accession in different social, economic, and infrastructure needs. The 

problem is embedded in the fact that GCC has no specific criteria for being a member. 

Moreover, the lack of enforcement of many of the mandatory agreements approved by the 

existing Member States (e.g. the economic agreement adopted in 2001) points out that 

Yemen’s accession can face problems due to the vagueness of terms of membership, 

absence of criteria for accession, and weak governance system in the GCC itself. 

1.3 Statement of the Problem 

Many studies on Yemen-GCC relationship focused on the political, cultural, historical and 

security aspects without placing any emphasis on the economic aspects, the exclusion of 

Yemen form the GCC membership has left a bad impression on all. It seems that there are 

intentions behind Yemen’s exclusion from its natural and regional surrounding environment 

though Yemen has taken the initiatives for adapting such agreement. So, it becomes 

necessary to study the implications of Yemen’s accession into the GCC if it takes place. 

Thus, the present study could be one of the pioneering studies on this issue. 
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There had been a big push towards preparing the Yemeni economy to match the 

requirements of joining the GCC Customs Union, GCC Common Market and probably the 

GCC Monetary Union within a time frame of 8 to 10 years. Although Yemen is much 

poorer than the GCC members, its accession into the GCC may have positive impact on the 

region. The main impact according to literature review may occur through an increase in 

population, expanding the size of the market by over 50 percent. Full membership may 

imply larger markets and the reduction of entry costs, both of which may entice new firms to 

enter these markets, eroding the market power of existing firms and enhancing competition. 

This may yield a number of potential long-run benefits. The present study is an attempt to 

understand the potential economic impact of the proposed Yemen-GCC integration and its 

impact on investment and trade, and with all the GCC efforts for preparing Yemen for the 

integration, whether Yemen will be able to benefit from this integration or not. 

Due to the increasing of the importance of regional economic integration across the world 

and with reference to the GCC, this study analyzes the economic impact of the GCC on 

trade inflows of member and nonmember and its result impact on the welfare of the 

participating nation. Traditionally the benefits of economic integration are assessed through 

its effect on trade. Customs union theory uses the welfare effects of trade to evaluate the 

outcome of integrations. Its assessment is based on the static effects of trade which are 

measured by two concepts: trade creation and trade diversion, using these two concepts this 

study evaluates the GCC integration. 

The GCC is a major trade partner for Yemen especially on the import side, so pursuing an 

RTA with GCC will benefit Yemen as trade diversion will be minimized. Moreover there 

are expected dynamic gains from an increase in FDI coming from the resident of the GCC 

or overseas Yemenis. It is important to study how RTAs influence the trade flows among 
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members and nonmembers because it is observed from the literature survey that no studies 

done on the economic outcome of the GCC and Yemen. 

Based on the previous studies reviewed in the second chapter, it is clear that there are some 

issues that have not been adequately addressed in regard to the success of the GCC 

economic integration efforts based on its effect on the member and the rest of the world. 

Similarly, with regard to the issue of Yemen’s accession in the GCC bloc, there are no 

adequate economic studies on this issue. This study proposes to address these issues by 

investigating the following research questions: 

i. What has been the impact of regional economic integration on the welfare of GCC 

countries members? What is the impact of this grouping on the welfare of the rest of the 

world, i.e. whether the GCC bloc is a trade creation or trade diversion bloc? 

ii. What is the magnitude of trade creation or trade diversion? 

iii. Will Yemen get benefit from this proposed economic integration? 

iv. Which are the GCC members with whom Yemen can have trade potential? 

v. Whether regional economic integration between GCC countries resulted in increased FDI 

inflows to the region? 

vi. Will Yemen be able to get the benefit of the dynamic effect of regionalism by attracting 

FDI inflows? 

1.4 Objectives 

The study will systematically look into the regional efforts in GCC as a prominent bloc in 

the Middle East and draws lessons for Yemen. This led to the following objectives of the 

study: 
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1. To estimate the economic impact of GCC regional economic integration on GCC 

members and on the rest of the world using gravity model. 

2. To estimate the trade potential between GCC countries and Yemen using gravity model. 

3. To examine the FDI inflow climate in Yemen and GCC countries, estimate the 

determinants of FDI inflow into Arab countries and to what extent the GCC bloc has 

benefitted from regional economic integration, and draw lessons for Yemen. 

1.5 Data and Methodology 

1.5.1 Data 

The present study is an analytical study and punctuated with empirical data and quantitative 

analysis that have embellished and reinforced some of the finding of the study. Secondary 

data that will be used for the study has been collected from credible international 

organizations. The bilateral exports import data are collected from the United Nations trade 

matrix and world integrated solutions (WITS).  Distance, contiguity, common language will 

be taken from, CEPII (Centre d’Etudes Prospective et d’Informations Internationales), Paris. 

Data pertaining to GDP, GDPPC, and Population of the country are collected from WB 

statistical database and UNCTADstat statistical database. The panel data set that are used 

for the analysis of FDI inflow covers 16 FDI receiving Arab countries and runs from 2000-

2011. The database has been built using a number of different sources. The main source was 

the World Development Indicators (WDI) database, compiled by the World Bank (2011) 

and Unctadstat. All values used in the analysis are expressed in US dollars in real terms. The 

other FDI dependent variable such as Index of Economic Freedom is collected from 

Heritage Foundation. Index of Political Globalization is collected from KOF. 
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There is a tendency among economists and researchers to make trade as the main object in 

evaluating regional integration. The gravity model is important in the analysis of bilateral 

trade flow and has proved to be useful tool in determining trade or export potential of a 

country. The model is also used in international relation to evaluate the impact of treaties 

and alliances on trade and is used to test the effectiveness of trade agreements and 

organizations like NAFTA, EU and WTO. 

Basic gravity model could be augmented by adding other variables to examine different 

issues according to the study’s particular circumstances. The residual of the estimated 

equation is interpreted as the difference between potential and actual bilateral trade relation. 

This model will be used to study the effect of GCC integration on member and nonmember. 

The data required for the gravity model will be collected from 34 countries representing 

most of the first 10 major trading partners for the GCC member states from different 

geographical regions of the world. The 34countries in the sample determine 1122 = (34 x 

33) country pairs. This size of the sample together with 14years from 1997to 2010 result in 

15708= (34 x 33x14) observations. 

1.5.2 Methodology 

The gravity model of international trade establishes that trade flows between two countries 

depend directly on their national incomes (measured by their respective GDPs) and 

negatively to the geographic distance between the two partners. The gravity model was first 

used independently by Jan Tinbergen (1962) to study the trade flows among the European 

countries.  

Mathematically, the gravity model in its most basic form can be expressed by the following 

equation: 
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𝑋𝑖𝑗 = 𝛼𝑌𝑖
𝐵2𝑌𝐽

𝐵3𝐷𝑖𝑗
𝐵4 ………………………………………. (1) 

Where 𝑋𝑖𝑗is the value of bilateral trade between country i and country j, 𝑌𝑖 and 𝑌𝑗 represent 

the national income of countries i and j respectively, and 𝐷𝑖𝑗is the geographic distance 

between the two countries, usually measured as the geographic distance between the two 

capital cities. The geographic distance can be interpreted as the resistance to trade. 

In order to estimate it econometrically, the basic gravity model has to be expressed in its 

log-linear form (natural log) 

ln𝑋𝑖𝑗 = 𝛼 + 𝛽2𝑙𝑛𝑌𝑖 + 𝛽3𝑙𝑛𝑌𝑗 + 𝛽4𝑙𝑛𝐷𝑖𝑗 ……………………. (2) 

Where𝛼, 𝛽2, 𝛽3 and 𝛽4 are the parameters to be estimated. The gravity model reflects the 

normal or baseline pattern of trade between two countries. Once this baseline pattern of 

trade is established, augmented gravity model will be used by introducing dummy variables 

in equation (2) to reflect how some particular conditions affect the baseline pattern of trade. 

Examples of the dummy variables used are belonging to the same regional trade agreement, 

speaking a common language, having the same colonial links, and sharing the same 

geographical borders, among others. A positive and significant coefficient on a dummy 

variable means that this particular condition increases trade above what the baseline gravity 

model predicts, or what the “normal” trade would be in the absence of this condition. A 

negative and significant coefficient represents the opposite. 

More recently, studies used two dummies namely “intra bloc trade” and “extra bloc trade” 

to separate trade creation effect from trade diversion effect, two dummy variables are 

defined for the GCC. Following , Jérôme Trotignon (2009) extended  model  for this study 

will be used, by including three regional dummies representative of intra-bloc trade, extra-

bloc exports and extra-bloc imports in a gravity model using panel data, GCC dummy tests 

intra-bloc trade. The coefficient on GCC dummy represents the “intra-GCC bias,” that is, it 
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describes the degree to which GCC countries concentrate trade among themselves beyond 

what can be predicted from the gravity model. GCCexp measures the impact of the 

groupings on those exports destined for the rest of the world. GCCimp captures the effects 

on imports coming from the rest of the world. The last two dummies reflect “GCC's extra-

bloc openness.” 

The equation to be estimated is 

𝑙𝑛𝑇𝑇𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + +𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 + 𝛽5𝐺𝐶𝐶𝑑𝑢𝑚

+ 𝛽6𝐺𝐶𝐶𝑖𝑚𝑝 + 𝛽7𝐺𝐶𝐶𝑒𝑥𝑝 + 𝛽8𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟 + 𝛽9𝐶𝑜𝑚 𝐿𝑎𝑛𝑔

+ 𝛽10𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

1.6 Thesis structure 

The present study is composed of seven chapters. The first chapter is the introductory 

chapter of the study. This chapter provides the broad framework and the design of the thesis. 

It introduces the research topic, the objectives of the study, the significance of the research, 

the methodology used in the study and delineates the research problem to be investigated in 

the study. 

The second chapter title “Historical background and Literature Review”. This chapter will 

systematically review the theoretical and empirical advancements in the area of regional 

economic integration. The objective of this chapter is to identify the research gap that exists 

in the literature and to identify methodological and measurement problems in the previous 

studies.  

This chapter will be divided into four sections. In the first section of this chapter, bird’s eye 

view will be given on the economic status of the Gulf countries’ economy before the 

formation of the GCC. In this part of the chapter, several reasons behind the formation of 

the GCC will be explained. The second section of this chapter will highlight the concepts of 



12 
 

economic integration, definition of economic integration and the origins of regional 

economic integration theory. The third section of this chapter will elaborate on review of 

literature on regional economic integration. The fourth section of the chapter will review 

previous studies on GCC countries and other studies on Yemen. 

Chapter three is the research methodology of the thesis. This chapter will be divided into 

five sections. In this chapter, the gravity model and its applications in international trade 

will be explained. This chapter will introduce an explanation of the panel data and the 

benefits of the use of panel data in econometrics. Further, the study in this chapter will give 

a detailed study of the econometric issues and include the econometric methods that are 

commonly used for panel data analysis. This chapter does also explain the variables which 

will be included in the model. Similarly, data sample and countries’ classification that will 

be used in the study will be highlighted. 

The fourth chapter is titled “GCC Economic and Regional Profile”. This chapter will bring 

out the economic structure of the GCC countries. It will provide an overview of the 

economies of the GCC countries and will show the meeting points between Yemen and 

GCC countries. The chapter is divided into nine sections. The study in these sections will 

focus on the formation of the GCC bloc, GCC inter and intra-regional relation, the role of 

oil in GCC economy, characteristics of GCC labour market, GCC’s FDI flows and GCC 

trade profile: intra and inter trade. This chapter will conclude in highlighting the points of 

meeting in Yemen’s and GCC’s interests. 

Chapter five of the thesis is ‘Yemen’s Trade Potential with the Gulf Cooperation Council 

(GCC) Countries: A Gravity Model Analysis’. This chapter will analyze the economic 

impact of the GCC on trade flows of member and nonmember and its impact on the welfare 

of participating nation. This chapter is divided into seven sections. In this chapter, analysis 
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will focus on the dynamic and static effects of regional economic cooperation and how 

gravity models are used to study the impact of economic integration. The study in the 

chapter will explain the models which will be used for the study and results. Further, 

Yemen’s GCC trade potential will be predicted. 

Chapter six of the thesis is titled ‘Regional Economic Integration and FDI Inflow: A Case of 

GCC Countries and Its Implications on Yemen’. The content of the chapter will be 

presented in six sections. The study in this chapter will investigate the role of regional 

economic integration in attracting FDI to GCC countries, examine the investment climate in 

Yemen and GCC and explore the extent to which the GCC countries have benefitted from 

its economic integration in attracting the FDI. This chapter will also highlight the 

requirements that will enable Yemen to attract FDI which will enable it to get the benefit of 

the economic integration.  

Chapter seven will bring the loose threads together as a conclusion for the study. This 

chapter will summarize the major findings of the study.  
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CHAPTER-II 

HISTORICAL BACKGROUND AND LITERATURE REVIEW 

2.1 Historical background 

2.1.1 The Pre-integration phase 

Almost five decades before the GCC came into existence, the Gulf Arab states were 

impoverished by the non-existence of real economy. Being states on desert, all states lived 

in a similar degree of poverty in the desert. Fishing and costal trade flourished among tribes 

living in the urban areas. But fishing and trade did not constitute a considerable source of 

income because the vast majority of the population lived as nomadic groups in nature 

searching for water. Therefore, agriculture, though primitive and restricted by the desert 

conditions, remained one of the better activities. In all these states, whose tribes were the 

basic unit, the governments too were based on this social structure and the societies were 

dominated by tribal loyalties and religious norms. In addition to these difficult conditions, 

colonialism contributed heavily to the suffering of these societies. The British colonization 

dominated the urban areas and controlled sources of water and shores of the Gulf States that 

remained for one hundred and fifty years with exception of Saudi Arabia that was wholly 

desert. 

With the coming of oil things began to change dramatically. The tribes and the nomadic 

groups started getting in modernity and urbanization. Trade replaced almost all traditional 

activities of agriculture, fishing and raising animals. Gradually, some of these states’ income 

per capita became the highest in the globe. Individually and collectively, Gulf States 

emerged as powerful players in the area and a considerable role in the global economic 

affairs. These developments in these states have brought up changes to the social structures 
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of the states that are characterized by totally different social characteristics. Oil brought an 

end to tribal structure of the society, reduced the average of illiteracy, and developed the 

communication means among the states and the world. Today, these societies enjoy a more 

rapid socioeconomic development compared to other neighboring states.  

Regional integration organizations have increased in the past few years and their importance 

in economics and politics is growing dramatically in the Middle East. As far as Arab world 

is concerned, three regional blocs were formed: Arab Cooperation Council (ACC), Arab 

Maghrib Union (AMU) and Gulf Cooperation Council (GCC). The first two unions are 

almost dead and only the GCC is still vigorous and strong as an economic and political 

regional bloc. Continuous endeavor to form a kind of cooperative ground for the Gulf States 

is dated back to the early 1960s but failure was a result of every effort largely because of 

rivalries surrounding these states, especially from the Iranian and the Iraqi sides. Similarly, 

the British domination on the area and the non-existence of competitive interests among 

Arab countries have also been contributing factors that restrained the impetus for 

cooperation among these countries. With the withdrawal of the British colonial forces from 

the area in the late 1960s, there was a flurry of activity concerning the possible creation of 

an organization in the area. The United Arab Emirates was the first to demonstrate this 

interest that Abu Dhaby, UAE capital, managed to form a union with other six states of 

Dubai, Ajman, Ras al-Khaimah, Sharjah, Umm al-Quwain and Fujairah. However, Qatar 

and Bahrain chose to be independent states rather than getting in the 1971 federation 

Agreement between what was known Trucial States. 

Politically, the idea of forming GCC bloc was largely to meet the Iranian and Iraqi rapid 

hegemonic interest in the Gulf. GCC states, largely, Saudi Arabia, Kuwait, the UAE and 

Qatar were keen and very serious to meet this challenge surrounding them. In 1975, the four 
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GCC states set up the Arab Industries Organization, a joint effort to establish Arab-run 

armaments factories in Egypt, as part of reaction to Iranian and Iraqi advancement in the 

region but this project was cancelled due to Camp David Accords for peace in the Middle 

East. Saudi Arabia continued to promote a political framework in which it would play the 

dominant role. Gulf tours by Saudi king Khalid in March 1976 and Interior Minister in 

October 1976 led to very low profile agreement to share intelligence and internal security 

information. During this period, political atmosphere in Gulf area had undergone dramatic 

changes with Iranian revolution of 1979 on top of these changes that tried to export its 

revolutionary ideology to neighboring states. One year later, Iraq engaged in devastating 

war with the new Iranian ideological regime. All these factors make it necessary for the Gulf 

countries to form a political, economic and military coalition to face insecurity in their area. 

On the economic front, economic status of these countries has been similar even before the 

discovery of oil. Prior to the discovery of oil, Gulf States’ economy was dependent on 

fishing and pearl trade. The discovery of huge oil wealth in the period between 1940s-1960s 

had a considerable interest in the Gulf countries to form an economic union. This interest 

emanates from common features shared by these states that are summarized by Reyadh 

Alasfoor (2007) as follows: 

1. The GCC states are located in a single geographical region and share common frontiers 

that facilitate travel and promote trade. 

2. The religious, linguistic and historical ties create a homogeneous unit, promoting mutual 

understanding on the official and public levels. 

3. The strategic location and possession of most of the world oil reserves lead the GCC 

states to realize the common dangers confronting them and to take the measures 

necessary to maintain the statue quo. 
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2.1.2 Security and political pushes behind forming the GCC 

Aside from the economic ambitions, forming the GCC has great concerns over security, 

military and political issues that get intensified over the course of the twentieth century. As 

militarily weaker states, Gulf countries used to live under security umbrellas of consequent 

super powers till the formation of the GCC. As far as security is concerned, Gulf States had 

lived under the British power that exercised primary responsibility for the security of the 

region because of its predominant position in the Gulf through World War II and continued 

to be directly concerned with the area until final withdrawal in 1971. As the English 

influence faded from the area, the need for security increased for these small states. 

Similarly, the American influence in the area has been playing a good role in maintaining 

the security of these States. While American economic interests increased in the area since 

the World War II, the United States has been increasingly concerned with the issue of 

defending the Gulf against any threat even after the formation of the GCC in 1981. 

The idea of formation of a union that gathers all these states in 1981 is an answer to the 

question of security of these states, particularly in the light of territorial problems in the 

region, came to assume first priority. It must be emphasized here that a major intention 

behind the unity was more likely to discourage external ambitions in the region: “The GCC 

has started as an alliance for the purpose of internal and external security.” (Barnett & 

Gregory, 1998). Like external security concerns, the Gulf States internal security was also 

perceived with a high priority that these States came to realize that coordination and 

integration of their security capabilities would greatly participate in solving the economic, 

social, and political problems individually. Further, they can certainly assure their future 

security by collective actions. 
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2.1.3 The Theory of Integration: a Political Prospective 

Constructing theories for integration continued since the earliest attempt of integration in 

Europe. In explaining the political perspective of the integration in Europe, John Pinder 

(1969), stressed that “union as whole resulted from the combination of parts or members.” 

Contrary to Balassa’s notion of integration, Pinder (1969) states, “it seems better to 

distinguish between union and integration in this way, rather than to sow a seed of confusion 

in the discussion by defining integration as meaning both the process and the state, as 

Balassa does”. Trying to find the right definition of integration continued to be important for 

integration theorists. Accordingly, different approaches and theories have attempted to give 

different labels to economic integration and viewed integration accordingly.  

At the center of the argument emerged two complementary approaches: the economic and 

the political approaches. Economic integration approach is dedicated to the efforts of 

Balassa in which he argues two or more partners cooperate with one another and remove 

trade barriers in the form of a free trade agreement (FTA) till they reach the final stage 

which is total economic integration. However, this approach was criticized and considered 

incomplete, because it lacks organizational structure and institutional analysis and therefore, 

the political approach was introduced to complement the economic approach. Accordingly, 

Joseph Nye (1968) notes that political approach is an inseparable element of the economic 

integration since it provides answers to many important questions such as: Who and what 

governs integration; Should the participants create a supra-regional body to govern the 

integration process; Are participants willing to give up or transfer some of their power 

(sovereignty) in exchange for integration and its benefits; And in the absence of such a 

supra-regional body who will supervise and guard the implementation of integration? 
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Two different schools of thought form the core of the two approaches: the economic and the 

political. The functionalist school forms the basis of the economic approach while the 

federalist school of thought introduces the political approach. The two schools have two 

different views on the notion of integration. With the functionalist school, mechanism of 

integration stresses the economic aspects and considers them more important than the 

political factors of integration. On the contrary, the federalist school emphasizes the political 

factors such as the creation of a supra-regional body and the transfer of state sovereignty or 

authority to this governing body. More precisely, the federalist school looks at forming a 

supraregional body as an initial stage that comes before the integration process while the 

functionalist school argues that the economic cooperation comes first due to the fact that 

forming an economic integration is less controversial and will provide a better atmosphere 

for achieving political integration. Therefore, it looks impossible to provide a clear 

borderland for both economic and political approaches of integration.  

Formation of a union between the States of the Gulf can be seen as a primary political act. 

Its politicization lies in both a shared conception of common interest and a perception of a 

profound security threat. The Gulf States see the integration of their states neither as an end 

in itself, nor as integration of nations, but integration of tribes within much larger sphere-

Arab nationalism. There are two characteristics that distinguish the GCC members from the 

rest of the Middle East; they are all oil producers and they are politically conservative, the 

political power resting in ruling families that have tribal, dynastic roots. Like economic 

cooperation, political cooperation, in one form or another had existed among Gulf Arab 

states for many years prior to the formation of the GCC. The pre-GCC tradition of 

cooperation greatly facilitated the post-GCC activities especially in non-military fields, but 

it did not in itself provide the necessary stimulus for creating the GCC. The year 1979 

brought into open internal, regional, and global dangers threatening the conservative 
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regimes Gulf Arab states. In this year, internal political ideologies, the regional powerful 

countries, the industrialized world, and the communist world had strong conflicting interest 

in the region. 

2.1.4 The Customs Union as an Economic Theory of Integration 

Since the early decades of the twentieth century, there has been an immense research on 

regional integration that is perceived by theorists and researchers as a mechanism to foster 

trade and openness among participating members. Regionalism, as an area of research, was 

able to attract a vast amount of research due to the importance of regional integration in 

fostering trade relations among participating nations in particular and in overall, global trade 

liberalization in general. In 1950, Jacob Viner introduced the theory of customs unions, 

which he termed “The Customs Unions Issue” and elaborated on two important concepts 

that have been central to most studies of regionalism and have led to an extensive theoretical 

literature, namely “trade creation” and “trade diversion”. 

 By trade creation Viner aims to say that there will be a shift in the consumption of high-

cost, domestic products to lower-cost products produced by a partner in the union, and this 

new source came about due to the elimination of tariffs among members of the union. Trade 

creation occurs when some domestic production of one customs union member is replaced 

by another member’s lowest cost imports (Carbaugh 2004). The trade creation effect 

consists of a consumption effect and a production effect. Some authors suggest that if the 

trade creation effect is not more than what the integrative process contributes in terms of 

dismantling of protection in  future partner countries, then Viner’s theory is a sheer 

extension of free trade. Trade diversion, on the other hand, involves a shift in domestic 

consumption from the low-cost rest of the world imports to the high-cost imports from 

partners of the union. 
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If trade  barriers  between  neighboring  countries  are  reduced,  it  is  often  argued  that 

customs unions and free trade areas could promote economic efficiency in the allocation of 

resources, by contributing to the  gradual strengthening of international trade. If a 

regional economic integration (REI) is creating trade on a net basis, i.e. measured 

trade creation is greater than measured trade diversion,  then  the  REI  is  considered  to  

make  a  positive  contribution  to  the  welfare  of member states, in terms of traditional 

economic surpluses. However, the  emergence of such  economic  entities  could  also  

promote  trade  diversions  and  become  a  source  of economic  inefficiency,  i.e.  if  the  

most  competitive  producers  of  a  particular  product suddenly found themselves 

excluded from the regional market as a result of the customs union. By introducing the 

two concepts, Viner points out to what he believes that regional trade agreements could be 

beneficial or harmful to the participating countries because the preferential nature of these 

trade deals generates both trade creation and trade diversion. 

Viner’s theory brought out a radical change in the old widespread theory of customs union. 

Prior to Viner’s theory, it was believed that the creation of customs unions would always 

lead to an increased welfare. For instance, in 1960 Lipsey notes that “free trade maximizes 

world welfare; a customs union reduces tariffs and is therefore a movement towards free 

trade; a customs union will, therefore, increase world welfare even if it does not lead to a 

world-welfare maximum”. In his theory, The Customs Unions Issue, Viner becomes 

skeptical of this assertion and argues that no integration can be fully ideal and free from 

negative effects. Accordingly, it is not necessarily that customs union will lead to 

maximized welfare. Viner partly accepted that trade creation will make the union better off 

because the home country can use resources that were devoted to less efficient industries to 

more efficient industries that have a comparative advantage. Similarly, when a partner 

country increases its exports, it will gain from such trade. On the other hand, "trade 
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diversion" could make the union worse-off because of the switch of the home country's 

imports from low-cost sources to higher-cost members, and partners, according to Viner, 

will make no gain because higher prices for production will be necessary to pay the higher 

costs. Accordingly, customs union could then have positive and negative effects on 

members (Gomes, 1990).  

Following in the footsteps of Viner, John Pinder differentiated between the two terms 

"negative integration" and "positive integration" in 1969. By "negative integration" he 

referred to the removal of barriers that affected transactions. A negative integration is 

related only to elimination or abolition of economic barriers. Therefore, negative integration 

emphasizes merely a removal of obstacles to a free market which includes freedoms aiming 

at “an area without internal frontiers in which the free movement of goods, persons, 

services, and capital is ensured” (Pinder, 1969). 

Hypothesis on economic integration continued and enriched with the introduction of The 

Theory of Economic Integration by Bela Balassa in 1961 which is seen as a seminal basis 

for any economic studies. Usually, regional integration and cooperation arrangements vary 

widely in their structure, objectives, sector coverage, and membership. Regional integration 

agreements (RIAs) generally are aimed at removing discrimination between foreign and 

domestic goods, services, and factors of production (Balassa, 1976). In his 1961 theory, 

Balassa refers to five stages required for the integration process. First is establishing a free 

trade area in which member countries reduce or eliminate trade barriers between each other, 

while maintaining trade barriers for non-member countries. In order to distinguish between 

foreign and partner products, customs authorities often use the share of value-added as a 

criterion to determine the origins of traded products. The second stage is forming Custom 

unions, in which member countries reduce or eliminate barriers to trade between each other 
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and adopt a common external tariff towards non-member countries, thereby creating a 

completely free trade of commodities within the union. A Common market is the third stage 

of integration. In this stage members expand the basic customs union by reducing the 

barriers to the movement of factors of production (labour and capital). Fourth stage is 

Economic unions, in which national economic policies are harmonized. Last stage is the 

complete economic integration in which all the policies, including exchange rate policy and 

monetary policies are unified.  

2.2 Definition of terms 

The term “economic integration” usually refers to either regional economic integration or 

international economic integration. While, international economic integration is a 

synonymous of the term globalization, regional economic integration limits this integration 

to a particular region of the world. This study will be focusing on the regional aspects of 

economic integration between Yemen and the GCC countries. In a simple meaning of the 

word, the  term  ‘integration’  means  to  bring  parts  of  an  object  into  a complete  

whole,  while  in  economic  terms  it  would  imply,  in  its  narrowest  sense,  the 

coordination of economic  activities  within  a country  for the purpose of enhancing the 

development of that particular country (Mutharika, 1972). Mutharika further gives the term 

a  wider  meaning,  and  indicates  that  it  implies  the  process  of  integration  of  

various economies in a given area or region into a single unit for the purpose of regional 

economic development. In a more precise way, economic  integration occurs when two or 

more nations  undertake  policies  that  result  in  greater  mutual  economic  

interdependence. Economic integration has been defined in several different ways time and 

over. Carbaugh (2004) defines the term as a process of eliminating restrictions on 

international trade, payments and factor mobility. Economic integration thus results in the 
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uniting of two or more national economies in regional trading agreements. According to 

Biswaro (2003), regional economic integration involves the process of trade, economic and 

financial convergence of integrating states. 

2.2.1 Origins of regional economic integration theory 

Some scholars believe that the theory of economic integration is based on the broad study 

on this issue by Balassa (1961), but there are those who believe that this theory began with 

the  contributions  to  the  customs  union  issue  by  Viner  (1950)  and  Meade  (1955).  In 

essence, the theoretical foundations of conventional approaches to regional integration 

date back to three important schools of economic and political thought, which are neo‐ 

classical, Marxist and development economics. The theory of economic integration was 

originally developed from traditional trade theory, which assumes perfect competition, and 

whose major concern is the location of production of different kinds of goods (Imbriani and 

Reganati, 1994).  Biswaro (2003) points out that the earliest theoretical work on regional 

economic integration emanated from the theory of comparative advantage in international 

trade, and the interests of liberal economists in promoting the reduction of tariff and non‐ 

tariff barriers to trade. 

The main ingredients of regional economic integration, as indicated by theory, include the 

removal of tariff and non‐tariff barriers among member states, having a common external 

trade  policy  which  initiates  common  external  trade  restrictions  against  non‐members, 

initiating free movement of goods and  services, as well as free movement of factors of 

production  across  national  borders, harmonisation  of  policies,  unification  of  national 

monetary policies, and acceptance of a common currency. These happen in stages which 

include free trade area, customs union, common market, economic union and complete 

regional integration. 
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Regional economic integration is pursued for a variety of reasons. The main motivation for 

all regional integration schemes has been the prospect of enhanced economic growth and 

development. With regard to the welfare impact of regional economic integration, theory 

delineates it from two perspectives, i.e. static effects of economic integration, which is 

in terms of productive efficiency and consumer welfare, and dynamic effects of 

economic integration, which relates to member states’ long‐term rates of growth. These 

points will be explained further in chapter three. 

2.2.2 The Theory of Integration and Developing Countries 

Regional integration organizations have increased in the past decades and the importance of 

regional organizations in economics and politics is growing dramatically. Reyadh Alasfoor 

(2007) traces the history of integration among courtiers and finds that the first integration 

organization appeared in the early nineteenth century that resulted in establishing a customs 

union between Prussia and Hesse-Darmstadt in 1828. Half a century later, the idea of 

European integration organization was invented and the first step for that integration was the 

creation of the European Coal and Steel Community in 1952 between six European states of 

France, West Germany, Italy, Luxembourg, Belgium and Netherlands. But this does not 

mean that integration organizations are exclusively European phenomenon, rather there have 

been many integration organizations established in Latin America, North America, Asia, 

and Africa. From the beginning of the nineteenth century till end of twentieth century, many 

organizations around the world have been created. 

Compared to the Western countries, Alasfoor (2007) notes that it was only in the last fifties 

and sixties the wave of regionalism reached developing countries like Africa, Asia, the 

Middle East, and Latin America. In the Arab world for instance, three organizations were 

formed: Arab Cooperation Council (ACC), Arab Maghrib Union (AMU) and Gulf 
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Cooperation Council (GCC). The first one does not exist anymore and the second one is 

almost dead, only the GCC is still alive and strong. This ambition in the developing 

countries did not last long, rather, by the mid-seventies many of these groupings had either 

disappeared or failed to function. Alasfoor (2007) argues that the failure of integrations in 

most of the developing countries can be attributed to the blind emulation of the European 

Union without standing on theoretical backgrounds designed for such integrations. In the 

orthodox theory (customs unions theory) of integration, developing countries’ integrations 

fail due to the fact that the overall economic environment in these countries is different from 

those of developed ones. This can be better explained by the fact that developing countries 

lack many institutional features that are vital and could be considered as preconditions for 

the application of the orthodox theory of integration. Other issues, such as perfect 

competition and favorable market conditions, as well as the existence of a basic 

infrastructure, are also important in order for integration to yield favorable results.  

Though, the major part of the developing countries has the tendency to engage in deeper 

regional integration agenda, much of the efforts failed to correspond to their effective 

regional interests (Edbald, 1996; Langhammer and Hiemenz, 1991; Mutai, 2003; and 

Shams, 2003). Many reports on developing countries’ integrations show that such 

integrations were mainly concerned with “static” gains from trade, neglecting the “dynamic” 

benefits. Subsequently, when this theory was modeled or applied, it failed to produce the 

promised advances of integration in general and of accruals from trade in particular. 

Similarly, these reports show that the theory focused on the state as the only actor in the 

integration process, neglecting to give any role to non-governmental participants. This 

fallacy for a major number of integrations can be attributed to the negligence of many 

factors such as the different levels and scope of integration with special care for the specific 

characteristic and political ambitions of a region.  Similarly, Langhammer and Hiemenz 
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(1991), note that this fallacy in the theory can be attributed to what they believe “fallacy of 

transposition” through which most of the developing countries try to emulate the European 

experience, which does not fit developing countries. 

2.3 A Review of Literature on Regional Economic Integration 

Manone Madyo (2008) studies the importance of regional economic integration and finds 

that regional economic integration in Africa to be one aspect of a wider strategy to promote 

growth and development in Africa since it will improve competition, reduce transaction 

costs, allow economies of scale, attract foreign direct investment and make macroeconomic 

coordination easier. Madyo (2008) started his study by looking at the structure and 

economics of different stages of regional integration, stages with which the Abuja Treaty is 

aligned and reaches to contentment that benefits are important and more than necessary for 

Africa, as they are fundamental to the continent’s development and growth. The author 

suggests that trade, as a tool of regional economic integration, should be taken effectively 

for integration among African states in order to improve infrastructure, reduce trade barriers, 

diversify African economies away from current levels of dependency on primary 

commodities, industrialization, promote governance in Africa, improving and harmonize 

policies, addressing inadequate resources, among others. 

Madyo (2008) notes that the process of regional economic integration anywhere in the world 

can never be achieved by merely setting up frameworks and signing treaties, nor can 

integration solve all the economic problems of Africa. He notes that many challenges are 

faced and have to be overcome. The author refers to general challenges faced by member 

countries of REIs which arise due to artificial or natural barriers. As far as African economic 

integration is concerned, Madyo (2008) notes that challenges to economic integration are 

represented by the political situation of the African states and their economies  that have 



28 
 

distinctive  characteristics that make  the  integration  process  complex,  as  they  face  

challenges  from  some  developed countries. Further, he offers what he believes to be 

solutions for these problems such as elimination of tariffs, non‐tariff barriers, restrictions on 

factor mobility, as well as regional coordination of economic policies and integration.  

Empirical study on regionalism is the solution for complexities arising from theoretical 

studies on regionalism. The gravity model has been widely applied for empirical studies on 

economic integration. Though, the early applications of the gravity model were viewed with 

skepticism, the model has been applied and yielded successful results. For example, 

Anderson (1979) made the first formal attempt to derive the gravity equation from a model 

that assumed product differentiation. Works of scholars like Anderson (1979) and Oguledo 

and Macphee (1994) are regarded as sound theoretical foundations for a gravity model 

analysis of trade flows. Oguledo and Macphee (1994) derived the gravity equation from a 

linear expenditure system in an attempt to answer criticism that the theoretical foundation of 

the gravity model is weak. As a result of these works, there has been a wider acceptance and 

more frequent application of the gravity model to explain international trade flows among 

nations. 

Application of the gravity model to the flow of international trade consists in the notion that 

the volume of trade flows between two nations is determined by the supply and demand 

conditions of the exporting and importing states or restraining forces relating to the specific 

flows between the two states. The gravity model, following its name, is based on Newton’s 

law of universal gravitation.  This law states that the force of gravitational attraction 

depends directly on the masses of the objects and inversely on the distance between their 

centers. Based on physical law of gravitation, in international trade, the gravity model rests 

on the conjecture that the volume of trade between two countries is directly related to the 
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size of the economic activity indicated  as  their  incomes  and  inversely  related  to  the  

distance,  which  reflects  the  cost  of transportation, between them. Oguledo and Macphee 

(1994), conclude that the flow of goods from one country to another equals the product of 

the potential trade capacities of the two states divided by a resistance or distance factor. 

According to the basic gravity model, the volume of exports between two states is a function 

of their incomes (GDPs), populations, geographical distance and a set of dummies. 

There is a great deal of empirical studies on international trade, which have in some ways 

contributed to the improvement of the performance of the gravity equation. In 2003, 

Martinez-Zarzoso used the gravity model to analyze trade flows between economic blocs of 

European Union (EU), North-American Free Trade Area NAFTA), Caribbean Community 

(CARICOM), Centro-American Common Market (CACM), and other Mediterranean 

countries (MEDIT) from 1980-99. The author estimated a gravity equation that allows the 

comparison of the weight of the influence of preferential agreements and also, infers the 

relevance of other determinants of bilateral trade flows such us geographic proximity, 

income levels, population, and cultural similarities. Martinez-Zarzoso improved the model 

by introducing a new infrastructure index to improve measurement of transport cost which is 

not only a function of distance but also public infrastructure. Martinez-Zarzoso found that 

the dummy variables for the membership of trade blocs show mixed results. However, he 

found that as a result of trade preference schemes among member states of a particular trade 

bloc, there is an increase in intra-trade among the member states. 

Application of gravity model is applied on two separate studies by Tang, D (2003) and 

Hassan, M (2003) whose studies end in different results. Tang, D (2003) applied the gravity 

model to examine the effect of European Union integration on trade with the APEC states, 

and Hassan, M (2003) examined intra-trade among the South Asian Association for 
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Regional Cooperation (SAARC) member states. Tang, contrary to previous studies on the 

same, did not use distance as an independent variable to analyze trade between the EU and 

APEC states, which is not in line with the basic structure of the gravity model. On the other 

hand, distance is included in Hassan’s as an independent variable, but it is not transformed 

into the logarithmic form as is the standard practice in most other studies. Hence, Hassan’s 

result may raise questions on the validity of the findings of his study.  

In a 2005 study by Yamarik and Ghosh, the authors introduce an important examination of 

the robustness of variables used in the gravity model literature. In this study, the two 

scholars use a variant of Leamer's extreme-bounds analysis, which tracks the sign and 

significance level of the variable of interest to changes in the conditioning set of variables. 

As a result, this study provides researchers with a suitable starting point to examine new 

potential determinants of international trade. 

Gravity model has also been applied on studies on ASEAN economic integration. In a study 

by Ruzita Amin, Zarina and Norma (2009), the authors investigate whether intra-ASEAN 

trade is trade creating (higher trade with efficient members) or trade diverting (higher trade 

with inefficient members) for both inter-industry and intra-industry trade. The study adopts 

the extended gravity model at the total as well as the disaggregated level using the one-digit 

Standard International Trade Classification (SITC). The study finds that trade creation is 

found to be present for total exports, for beverages & tobacco, chemicals & materials, 

machinery & transport equipment, and miscellaneous manufactures. Tayyebi (2005) argued 

that any attempt at estimating a gravity equation assuming the intercept is homogeneous for 

trading-partner pairs yield biased results. Allowing the country pair intercept terms to vary, 

Tayyebi estimated a panel data on ASEAN member countries and their major trade partners 

for the period 1994-2000 using the Fixed Effects model. The results indicate that trade 
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integration has increased trade flows among the ASEAN member countries. The study also 

finds that integration in ASEAN has led to increase in the exports and imports of ASEAN 

members to nonmembers. 

Using the gravity model in estimating the economic effect of ASEAN-U.S FTAs, Naya and 

Plummer (2006) added variable like currency union, common language, common land 

border, whether one of the countries is landlocked, whether one of the countries is an island, 

and whether the two countries were recently colonies of the same country. The study uses 

several techniques to gauge the economic effects of the EAI, including: (i) an augmented 

gravity model to ascertain whether or not these FTAs would constitute a “natural” economic 

bloc; (ii) a summary of the results of a computational general equilibrium (CGE) model; and 

(iii) a novel disaggregated technique to anticipate the economic effects at the product level. 

All the three exercises suggest that the EAI will generate overall positive economic effects 

for all partners.  

Naya and Plummer’s study does also use two export-structure similarity techniques to show 

that intra-ASEAN export competition in the U.S. market is fairly high in certain cases, 

especially Malaysia-Singapore, but ASEAN countries (besides Singapore) actually compete 

more with China than each other. These results underscore the importance of a 

comprehensive EAI agreement in order to prevent trade diversion against individual 

ASEAN partners, as well as suggesting that the EAI might give the region a competitive 

edge over its key non-regional competitor (China). Naya and Plummer’s (2006) found that 

being part of ASEAN as a regional grouping does indeed matter. Controlling for all other 

variables, Naya and Plummer found that ASEAN countries trade more with each other. 

Another highlight of the finding is that the estimated coefficient for the second ASEAN 
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dummy variable is statistically significant in all regressions, but is especially large in the 

case of U.S and EU bilateral trade. 

Based on Rose’s variation of the gravity model (2004), DeRosa (2007) tries to examine the 

trade effects of preferential trading arrangements (PTAs). On the light of trade diversion 

presented in a recent Australia Productivity Commission (APC) working paper, DeRosa 

(2007) critically examine “new” evidence from the gravity model that indicates the majority 

of preferential trading arrangements (PTAs) today are predominantly trade diverting. The 

author estimated Rose’s (2004) augmented gravity model incorporating both bilateral total 

trade data and bilateral data on trade in manufacturing to investigate whether free trade 

arrangements (FTAs) and PTAs lead to trade creation or trade diversion. Using the 

augmented gravity model, DeRosa (2007) explored the effects of PTAs using the ordinary 

random effects (RE) regression model and Tobit RE regression model. DeRosa (2007) 

obtained mixed results on the coefficient estimates for the PTA indicator variables. Some 

PTAs are found to be trade diverting, whereas some are trade creating. DeRosa (2007), 

however, reported that the frequency of net trade creating versus net trade diverting PTAs is 

considerably higher than 50% across the different interval and estimation techniques used in 

the study. 

In the African context, a good deal of empirical works tried to analyze the impacts of 

regional integration. In their study of the COMESA, Alemayehu and Haile (2007) find that 

bilateral trade flows among the regional groupings could be explained by standard variables 

as demonstrated by the results of the conventional gravity model, while regional groupings 

have had insignificant effect on the flow of bilateral trade. Further, they suggest that the 

performance of regional blocs is mainly constrained by problems of variation in initial 

condition, compensation issues, real political commitment, overlapping membership, policy 
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harmonization and poor private sector participation. In another study that uses a partial 

equilibrium model, Khorana, Kato and Nicholas (2007) assess the implications of the 

transitional measures for products sensitive from the Ugandan perspective. The simulation 

results question the underlying rationale for these arrangements. They also discussed 

whether the regional trading arrangements confer any real benefits on the stakeholders and 

suggest alternative approaches that may increase the benefits for Uganda from trade 

liberalization within the customs union .At this juncture, in depth analysis of specific 

regional bloc would be worthwhile because the existing empirical findings on the effects of 

regional economic integration on partner nations’ trade flows may vary from one region to 

other regions even with in Africa. 

In his study of the effects of regional trade agreement for the case of Southern African 

Development Community’s trade with its major trading partners, Negasi (2009) uses the 

gravity model of bilateral trade to test the flows of trade between countries of SADC, 

selected countries of the European Union, Asian countries and USA. This study analyzes 

trade creation and diversion effects of the SADC using disaggregated data from 2000 to 

2007. Though the major part of empirical studies on regional integration uses total bilateral 

trade flows as dependent variable, Negasi (2009) uses bilateral export flow (proxy for total 

bilateral trade) as dependent variable. The study analyzes the effects of SADC on trade in 

four sectors, namely, agricultural commodities, fuel and minerals, heavy manufacturing and 

light manufacturing products. An augmented gravity model of panel data approach is used 

to determine the extent of intra regional trade bias and potential trade diversion effects for 

each sector separately 

Bilateral trade flows are positively related to GDP and negatively related to distance in all 

sectors. Common border is found significant and positive sign in all sectors. The results 
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finds that the intra-SADC trade is growing in fuel and minerals, and heavy manufacturing 

sectors while it displays a declining trend in agricultural and light manufacturing sectors. 

This implies that SADC has displaced trade with the rest of the world in both fuel and 

minerals, and heavy manufacturing sectors. SADC has served to boost trade significantly 

among its members rather than with the rest of the world. Countries participating in SADC 

have moved toward a lower degree of relative openness in these sectors trade with the rest 

of the world. However, the increasing trend of extra-SADC trade bias over the sample 

period in both agricultural commodities and light manufacturing sectors means that there 

has been a negative trade diversion effect. In other words, the value of trade between 

members and non-members has been increasing for the two sectors.  

Despite the excessive use of the gravity model in studies on economic integration, some 

studies show a weakness inherent in this approach. The main criticism of the gravity model 

previously was that its theoretical foundations were weak. Wonnacott and Lutz (1989) and 

Krugman (1991) introduced their hypothesis of “Natural Trading Partner” according to 

which countries will tend to form regional agreements if they already have significant 

bilateral trade, and that such agreements are likely to be trade creating. Magee (2003) uses a 

simultaneous equations model to show empirically that higher bilateral trade flows do 

increase the likelihood that countries will form free trade agreements. Accordingly, 

coefficients on RTA dummy variables are capturing more than just the effects of the 

agreement; they also incorporate the possibility that “high levels of intra-bloc trade may be 

due not to the formation of preferential trading arrangements but rather to historical or 

political relationships between bloc members” (Haveman and Hummels, 1998). Bayoumi 

and Eichengreen (1995) attempt to deal with this criticism by estimating the gravity model 

in first differences so that unobserved country pair characteristics that are constant over time 

will drop out.  
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Gravity model estimates of RTA effects are also sensitive to the sample of countries 

included in the analysis. Haveman and Hummels (1998) note that changing the sample of 

countries results in a different prediction of trade in the absence of the RTA and thus 

estimates of RTA effects vary dramatically in their conclusions.  Pomfret (1997) also cites a 

number of “implausible results” in studies using the gravity model to measure the trade 

effects of RTAs and concludes that there are clearly shortcomings in this approach. Ghosh 

and Yamarik (2004) argue that the gravity-model results are very sensitive to the variables 

included in the regressions and to the prior beliefs of the researchers. They find a dramatic 

drop in the number of regional agreements that are trade creating when they incorporate the 

researcher’s prior beliefs into the estimation. 

However, there some other studies that contributed to building a theoretical microeconomic 

foundation for the gravity model.  Among these works are studies carried out by authors 

such as Anderson (1979), Bergstrand (1985-1989), Deardorff (1998), Anderson and Van 

Wincoop (2003) and Redding and Venables (2004). Similarly, other authors have added 

some other explanatory variables to the original gravity equation (relative distance, GDP 

deflator, exchange rates, a country’s openness index, etc) in order to increase in explanatory 

foundation. 

Carlos Carrillo and Carmen Ali (2002) apply the gravity model to examine the effects of the 

Andean Community and Mercosur on both intra-regional and intra-industrial trade in the 

period (1980-1997). Their study aims to analyse the importance of preferential trade 

agreements in intraindustrial trade in Latin American countries. Preliminary inspection of 

the data showed that the trade regionalization process in these countries during the late 

1980s and 1990s was a consequence of an increase in intra-industrial trade within the 

Andean Community and Mercosur. By applying the gravity model of bilateral trade flows, 
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they found that these trade agreements have had an impact on the dynamism of intra-

regional trade and on the surge of intra-industrial trade, although relatively low compared 

with other important variables. In particular, their impact has been only on some specific 

product classifications, not on all of them. The two authors then added that size and distance 

will be one of the main determinants of trade. Hence, countries should make efforts to 

reduce transaction costs between both sub regions to achieve a deeper economic integration. 

Joel Hinaunye Eita (N.D) applies the gravity model to Namibian exports covering the period 

1998 to 2006 in order to investigate the factors that determine export flows between 

Namibia and its 38 main trading partners. The model was estimated in order to determine 

whether there is unexploited export potential among Namibia’s main trading partners. The 

results showed that an increase in importer’s GDP and Namibian GDP is associated with an 

increase in Namibian exports. Importer’s GDP per capita has a negative impact on export, 

while Namibia’s GDP per capita does not have significant impact on exports. The real 

exchange rate also does not have an impact on Namibian exports. The farther the country is 

from Namibia, the lower the export. Membership of SADC, EU and sharing a border with 

Namibia causes an increase in exports. This suggests that regional trade agreements be 

promoted in order to encourage exports.  

The estimated model was solved to determine whether there is potential export that is not 

exploited. Determining export potential is important especially when the market is not 

known. The results indicate that among others, Australia, Belgium, Kenya, Mauritius, 

Netherlands, Portugal, South Africa, Switzerland and the United Kingdom have unexploited 

export potential. These results are important for trade policy in order to ensure that 

Namibia’s export potential is fully exploited. Eita notes that this will accelerate economic 

and helps in generating the much-needed employment. 



37 
 

In his study, Keith Walsh (2006) employs a gravity model approach to analyse the 

determinants of services trade. This study is carried out using an OECD database which 

provides total services imports as well as imports for four sub-sectors (travel, transport, 

government and other commercial). The standard gravity framework explains the 

determinants of services well. The GDP per capita of the importing and exporting countries 

and a common language are found to be most important determinants of trade between two 

countries. Unlike trade in goods, adjacency and membership of the European Union are not 

found to increase services trade. The results also confirm some earlier research suggesting 

that distance is not a significant determinant of services trade flows. 

2.4 Studies on GCC and Studies on Yemen 

In his study titled “Integration and GCC: an assessment of trade”, Al Hinai Abdul Aziz 

(2004) argues that when reviewing the theories of regional integration, both economic and 

political, it seems that it is almost impossible to separate political arguments from economic 

arguments. According to Aziz (2004) both economic and political arguments are woven 

together in almost all issues of integration. However, it is possible to identify areas in the 

integration process in which political arguments precede economic arguments. The areas 

where political arguments precede economic ones are prior to integration. It could be said 

that economic aspects are less controversial by nature. 

 Aziz adds that the trade benefits from GCC integration would remain very small until these 

economies change their economic structures through diversification. For the bloc to attain a 

higher share of sustainable growth and development, diversification policies have to be 

implemented and given priority. This should be part of an overall economic reform that 

should eventually lead to a change from a rentier mentality of both the state and its citizens 

to a productive one based on incentives and accountability. Diversification efforts should be 
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the main priority in all its developmental plans at both levels: the state level and GCC level. 

It is a large challenge for the region, but with its resources, it should be able to overcome 

many obstacles and challenges. 

Hatem Samman’s study (2003) titled “Dependence On Foreign Labour, Quality of 

Education and Unemployment in The GCC: In Search Of Solutions” addresses one of the 

major problems currently facing the Gulf countries which is the increasing problem of 

national unemployment, especially among the youth population. Among the answers is a 

comprehensive renovation of the structure, the content and tools of education that would 

empower teachers and students, release their creative potential and revitalize the GCC 

economies.  He studied the Saudi labour market and concluded that the kingdom lacked a 

qualified supply of manpower as an impetus for economic growth.    

 This study has demonstrated that there are two main policies that the GCC countries must 

adopt in order to reduce the unemployment problem in the short-run, governments must 

begin to crack down on government bureaucrats and, effectively, therefore, reduce the 

number of foreign workers. Governments must do this hand-in-hand with the replacement of 

foreign workers in the private sector by imposing a tax on businesses that employ them. 

This will result in reducing the differential wages between nationals and expatriates and will 

provide an incentive for the private sector to hire more nationals with similar skills to those 

of foreign labourers.   

He adds, to tackle their economic problems and particularly that of low labour skill, GCC 

countries may consider creating Qualified Industrial Zones (QIZs) and/or Export Processes 

Zones (EPZs). Qualified Industrial Zones is a concept proposed by the U.S. to promote 

industries in Jordan through quota and duty free access to U.S. markets. It has both an 

economic and political dimension as it promotes economic growth and economic 
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cooperation with Israel. The first QIZs was established in 1997, EPZs are free trade areas in 

which duty free imports of capital and intermediate goods are allowed, but with the 

condition that all or a significant share of the goods produced in the zone are  exported. 

According to this study GCC countries like Saudi Arabia, EPZs can serve as a means of 

attracting foreign direct investments and, thus, encouraging the transfer of technology to 

workers, managers and firms. EPZs have a good chance of succeeding in the Gulf region 

because of adequate infrastructure of the transport,  energy and telecommunication systems 

in these countries. They must also ensure that EPZs are integrated with national reforms and 

liberalization programs as well as regional integration plans for the Gulf region. For 

example, improving customs services and cracking down on bureaucratic corruption are 

important issues that these countries must contend with in the future. Other benefits of EPZs 

include their contribution to the building of human capital. This can be achieved in two 

main ways. Unskilled workers, currently unemployed, can benefit from job training and 

learning by doing. In addition, training takes place at the supervisory and managerial levels 

through the establishment of contacts between local employees and foreign managers, which 

also helps local management to improve their managerial skills by learning new managerial 

methods, negotiations, marketing skills and general business knowledge and 

entrepreneurship. Free Trade Agreements (FTAs) can help promote the growth of EPZs. 

Free Trade Agreements will help eliminate duties and commercial barriers to bilateral trade 

in goods and services between the trading partners, increase trade and investment in the 

GCC region and contribute to the reduction of unemployment.    

Mofarrej Al-Mofarrej (1991) analyzes the static and dynamic effects of economic 

integration on the Gulf Cooperation Council countries. Al-Mofarrej used different models to 

measure the static effects of economic integration. His results indicate the existence of trade 
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creation effects, trade diversion effects, and gross trade creation effects are due to the 

establishment of the Gulf Cooperation Council on May 25, 1981. In his study, the effects of 

economic integration on investment, terms of trade, economies of scale, movement of factor 

of production, and on consumption were traced and favorable results were obtained in most 

cases. For the member countries, economic integration is a natural outgrowth of their desire 

to industrialize, to reduce their dependency on oil, and to maximize the economic gains 

from trade and cooperation.   

According to Al-Mofarrej economic integration enhances trade flows among member 

countries and depresses trade flows with the rest of the world as trade barriers are abolished 

among member countries and a common external tariff is maintained on trade with non-

member countries. Additionally, economic integration encourages specialization, investment 

and capital flows, achievement of economies of scale, free movement of factors of 

production, and coordination of national policies. 

Al-Mofarrej notes that the GCC countries face the same problem of dependency on skilled 

and unskilled foreign workers. One way to reduce this dependency, according to him, is to 

improve the quality of domestic workers via better and specialized education. Vocational 

education and technical schools should be encouraged according to the needs of the region, 

since all the GCC countries have similar consumption patterns and consume similar 

commodities; joint purchases should be conducted over a wider range of commodities. 

Additionally, joint negotiation should be conducted with the GCC major trading partners all 

over the world such as EEC, EFTA, Asian NICs, Japan, and the United States. The GCC 

would be in a much stronger position if negotiation is to be conducted with third world 

countries. 
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 In his study, the static effects of economic integration on the GCC countries have estimated 

using three different models, namely the Linnemann Model, the European Free Trade 

Association Model (EFTA), and the Balassa Model. The Linnemann Model involves the use 

of regression analysis and utilization of the dummy variable procedure to test for the 

existence of trade preference effects resulting from abolishing trade barriers among member 

countries. The EFTA Model involves estimation of what would have happened to trade 

flows in the integration period had the integration not been conducted. The Balassa Model 

involves a comparison of the pre-integration income elasticity of demand for import to post-

integration income elasticity. He concludes that the static effects, although exist, are not 

significant and uncertain as different results are obtained vis-a-vis different models. Unless 

enhanced through specialization, the degree of complementarity in production among the 

GCC countries will continue to be small and, hence basis for trade will remain small. 

The regression analysis and the dummy variable procedure are utilized in estimating the 

investment and the consumption functions for the GCC countries and for the GCC as a 

whole. The author found that, in most cases, economic integration has positively affected 

the GCC countries. The GCC countries have also improved their terms of trade as they 

jointly engaged in collective purchases of some basic products such as rice. Additionally, 

free movement of factors of production, mainly labour and capital, is also encouraged by the 

GCC. However, slight movement has been noticed up to today. According to him, the main 

reasons might be the availability of investment opportunities within each country and the 

absence of information regarding these opportunities in other member nations. 

The author argued that for the GCC countries the dynamic effects are more promising and 

therefore should be emphasized via coordination of investment and national planning 

policies. And he added some recommendations that might help ensure further success as 
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GCC should not place a heavy emphasis on achieving greater static effects, at least in the 

near future. The degree of overlapping in production among the GCC countries is very 

large. Emphasis should be put on enhancing specialization according to comparative 

advantage because it will eventually decrease the degree of overlapping between member 

countries and thereby improve the basis for trade. Infrastructure should be developed in 

order to facilitate the movement of goods and factors of production. Greater emphasis 

should be put on human resources development. All the GCC countries face the same 

problem of dependency on skilled and unskilled foreign workers. One way to reduce this 

dependency is to improve the quality of domestic workers via better and specialized 

education.  

Ali Suliman Abdulaziz (1985) tried to investigate the applicability of the theory of customs 

union to this particular group at the time of the study. Abdulaziz said that the economies of 

the GCC members exhibit similar characteristics such as reliance on the export of a single 

nonrenewable commodity (oil), similar large-scale industrial projects (mainly 

petrochemicals), lack of complementarity of economic resource endowment, and little 

diversity in industrial production. The main conclusion of his study is that the possible gains 

suggested by the theory of customs union are not expected to be realized to a significant 

extent as a result of forming the GCC customs union. Trade effects (if any) will be 

negligible due to various factors including low pre-union tariff levels, little variation of 

production costs among members, narrow industrial base in each country, and the 

domination of inefficient small-scale industrial firms in the private industrial sectors. The 

potential gains from the dynamic effects suggested by the theory of customs union are not 

expected to occur in the foreseeable future.  
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According to Abdulaziz, Economic integration among the GCC should be the heart of its 

regional economic development strategy. Coordination of industrial plans, policies, and 

regulations are more urgently required than the formation of a customs union if genuine 

integration is to be achieved. The GCC long-term strategy should consider the fact that the 

Arab world is a source of supply of raw materials and manpower to the region and is a 

natural market for GCC industrial products. Finally, the GCC should create a supranational 

organization to supervise implementation of the economic agreements.                                 

He also added that the GCC market is not only too small to support many large-scale 

industries especially manufactured final products, but also has a serious shortage of 

manpower, raw materials, technology, and industrial management experience. It might be 

feasible to establish large-scale projects in the region such as basic petrochemicals, 

aluminum, steel and some other industries, but, to build large-scale downstream industries 

producing a variety of final products will require a much larger market. The Arab world is 

the natural market for the GCC industrial products, and while the Gulf region enjoys the 

availability of financial resources and cheap energy, the other Arab countries possess the 

manpower, agriculture potentials, consumer markets, and raw materials. It was noted earlier 

that there is growing concern about the larger number of the non-Arab workers in the Gulf. 

Such a problem can be solved by reliance on the Arab world as a great source of labour 

force. 

He said stability of the region is not only desired for its own right, but is a prerequisite 

condition for economic development to take hold and continue. The GCC countries are fully 

aware of this fact. However, it is important to point out that stability and the security of the 

GCC region is not necessarily divorced from the situation in the Arab world, especially the 

neighboring Arab countries (i.e. Iraq and Yemen).  Therefore, closer political cooperation 
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and consultation between the GCC countries and their neighbors is essential for the stability 

of the region. Furthermore, economic cooperation between the GCC as a group and their 

neighbors is important as a politically stabilizing factor, and economically in the interests of 

all countries in the region. Yemen is a poor country and has an excess supply of labour. Iraq 

is not only an oil-rich country but also has a great potential of agricultural and industrial 

development. 

Further, the author adds that regional economic cooperation or integration is seen as a 

feasible approach to overcome the smallness of the market size and to solve the common 

development obstacles. The lack of complementarity of economic resource endowments and 

the excuse of national sovereignty, especially with the absence of public participation in 

making economic, political, and social decisions may present obstacles to integration 

efforts. This suggests that the most important element is the political goodwill of the GCC 

rulers. The effects suggested by the traditional theory of customs unions are not expected to 

bring any measurable gains for such groups. The elimination of tariffs between the GCC 

members is not expected to play a significant role in improving the efficiency of resource 

allocation. Pre-union inter-GCC trade was extremely low and is expected to remain low 

after the formation of the GCC customs union. This is because the pre-union tariff level was 

extremely low, the diversity of the production bases of the economies is extremely narrow, 

the production cost differentials are negligible (in all countries most of the production inputs 

are imported), the market size of the union is negatively affected by transportation costs, and 

the pre-union inter-GCC trade was not constrained by balance of payments or currency 

convertibility problems. Trade was so low simply because these countries had little to trade 

with each other. 
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Studies on Yemen-GCC relationship are very limited to a number of theoretical and political 

studies. Focusing on Yemen and GCC, Muhammed Althalei and Ahmed Bin Taleb (2003) 

studied the reasons of the GCC foundation, reasons behind excluding Yemen, successes and 

failures of the GCC. Their study touched the importance of Yemen integration without 

mentioning the mutual advantages of the integration. A similar study presented by Yemen-

Gulf syndicate (2003), a group of researchers touched on Yemen’s relationship with the 

GCC. These studies did also refer to the political, economic, cultural and security 

dimensions of this accession. But these studies lack the statistical data on the economic 

dimension. Akram Abdulmalek (1995) studied the reasons of the foundation of GCC and its 

strategic location. His study focused on the threats that may affects the security of the region 

and the Yemen strategic location for the GCC. Regarding Yemen’s integration into the 

GCC, his study concluded that there are hindrances facing Yemen’s integration into the 

GCC most of which are the nonexistence of trust between Yemen and GCC states and the 

failure of the Yemen foreign policy to persuade the policymakers in the GCC. 

Chami Saade’s , Elekdag Selim’s and Tchakarov Ivan’s  study (2007)  “What are the 

Potential Economics of Enlarging the Gulf Co-operation Council” used a variant of the 

IMF’s Global Economy Model (GEM) to estimate the macroeconomic benefits of Yemen’s 

accession into the Gulf Cooperation Council (GCC). After calibrating the model to Yemen 

and the GCC bloc, several simulations are carried out to estimate the potential impact of 

economic integration on both regions. The study draws two fundamental conclusions. First, 

regional integration enhances competition which produces large economic benefits for both 

Yemen and the GCC. In particular, they show that in some cases economic integration can 

increase GDP in Yemen by up to 14 percent and in the GCC by up to 7 percent over the 

long run. Second, even if market structures do not improve substantially, GCC enlargement 

can still generate substantial spillover gains in each bloc. More specifically, one measure of 
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economic prosperity measured by consumption can increase by up to7 percent in Yemen 

and up to 8 percent in the GCC. 

In “Yemen and GCC countries” by Gunaimah Adel (2006), the study manifested the 

importance of the historical and cultural relation with the GCC and discussed the Yemen-

GCC relationship during the 1980s and the contemporary relationship. It also touched the 

strategic dimension of Yemen’s accession into the GCC represented by Yemen’s security 

position for the GCC countries and the possibility of investment of the Yemeni manpower. 

It also referred to the importance of the economic integration to achieve food safety, the 

possibility of investment in Yemen and the replacement of the foreign labour by the 

Yemeni. The study discussed the economic possibilities, agricultural spaces, resources and 

the investment in the long coast. The study did also suggest the possibility of the GCC 

investment in the field of tourism and the free zones in Yemen. He also referred to the 

mutual advantages for both Yemen and GCC. The scholar finds that the difficulty that 

stands against Yemen’s accession is an economic one. 

In the Arab countries, higher levels of investments from various sources are strongly needed 

in order to increase growth rates and reduce unemployment rates which exceed 15 percent 

(Bolbol and Fatheldin, 2012).  The two authors estimated that Arab gross domestic product 

(GDP) must grow by 7.8 percent per year during 2001–2010 in order to absorb the 

unemployed and the new entrants into the labour market. However, according to them, such 

a growth performance requires investment levels equivalent to 32 per cent of GDP, whereas 

the savings rate is estimated at 23 per cent. This creates an investment gap equal to nine per 

cent that needs to be filled from external resources (foreign or expatriate Arab). In turn, this 

depends on an improved investment environment and the creation of appropriate incentives 

to facilitate Arab and foreign capital flows. 
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2.5 Chapter Summary 

The review of literature showed that there is large number of studies which have explored 

the trade creation and trade diversion effects of RTAs, but studies that looked into the 

impact of the effect of trade agreements on non-member countries are rare and the 

magnitude of the impact of these agreements is not uniform. In the meantime, issues like 

nature of analysis, model specification and functional forms need more studies. 

Though, more than three decades have elapsed since the formation of the GCC as an active 

regional bloc, the major part of studies pertaining to the GCC and Yemen are either 

theoretical studies or political studies focusing on the political importance of this bloc. Only 

few empirical studies have focused on GCC and Yemen. Furthermore, these empirical 

studies are themselves short studies and scholarly papers. Dynamic changes also need more 

attention. In this context, the present study is directed to look into the above mentioned 

issues. 
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CHAPTER-III 

RESEARCH METHODOLOGY 

3.1 Introduction 

In the light of increasing the importance of regional economic integration across the world, 

this study aims to analyze the economic impact of the GCC on trade flows of member and 

non-member and its impact on the welfare of participating nation. Traditionally the benefits 

of economic integration are assessed through its effect on trade. Customs union theory uses 

the welfare effects of trade to evaluate the outcome of integrations. Its assessment is based 

on the static effects of trade which are measured by two concepts: trade creation and trade 

diversion. The present study evaluates the GCC integration using these two concepts. 

The application of the gravity model is well adapted to this objective. The gravity model has 

been used more in international trade since the initial studies carried out simultaneously by 

J. Tinbergen (1962), P. Pöyhönen (1963) and H. Linnemann (1966). In their studies, those 

authors provide a cogent explanation of bilateral trade flows, positively by the size of 

partner economies, and negatively by the geographical distance separating them. Dummy 

control variables for the effect of regional agreements can be added to the basic equation. 

Through the introduction of a set of three regional variables per agreement, it is possible to 

test simultaneously the effects of the groupings for intra-bloc trade, extra-bloc exports and 

extra-bloc imports. Such estimates require the use of panel data to check for potential 

unobservable factors that are specific to each pair of countries and which will have an 

influence on trade. S. Baier and J. Bergstrand (2005) demonstrated that the absence of 

checks on the heterogeneity of pairs introduces a bias into the regional coefficient values. 
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3.2 Gravity model in international trade 

The gravity model has been widely applied in international trade studies. Its popularity is 

due to the simplicity of the concept, the fact that it appears to fit the available data well and 

the ease with which models can be estimated econometrically. Increasingly, the model 

specification has been augmented through the addition of other variables that are thought to 

impact on trade flows such as dummy variables for a common language, common borders or 

historical relationships between countries. The gravity model is also used for policy 

analysis, for example the effects on trade flows between countries of membership of trade 

agreements or common currency areas can be assessed. A common extension of the gravity 

approach is to calculate the trade cost of different types of barriers and various other 

restrictions (observed and unobserved) on trade flows by comparing predicted and actual 

levels of trade. 

The basic idea of the gravity approach is to ignore comparative advantage and concentrate 

on locational factors instead. These models connect trade flows between two countries to the 

importer’s demand, exporter’s supply and the trade costs. The importer’s demand and 

exporter’s supply are substituted by countries’ gross domestic product (GDP) as well as 

GDP per capita. Trade costs (transport and transaction costs) are measured by geographical 

distance between countries (Fidrmuc, 1999). The gravity model to examine international 

trade flow is also analogous to Newton’s law, relating the gravity between two objects to 

their masses and the distance between them. According to the gravity approach, bilateral 

trade between two regions (countries) is directly related to their incomes (GDP, GNP) and 

inversely related to the distance between them. Linnemann (1966) added more variables and 

went further toward a theoretical justification in terms of Walrasian general equilibrium 
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system. He pointed out that, when considering the theoretical aspects of a gravity model for 

trade, there are three main factors to be considered: 

1. The total potential supply (or exports) of a country to the world market. 

2. The total potential demand (or imports) of a country to the world market. 

3. Those factors that create a resistance to trade and thus affect the degree of trade 

intensity. 

The widespread application of the gravity model is mainly due to its ease of implementation 

and the accuracy with which it describes the volume of bilateral trade flows. Inclusion of 

PTA-specific variables allows the gravity equation to be used for estimating the trade 

creation and trade diversion effects of PTAs. However, despite its ease of application and 

wide use, the gravity model has been the subject of extensive criticism on several fronts. 

Recent research in the field has identified two areas as the most serious weaknesses in the 

gravity framework: improving the theoretical underpinnings of a model perceived largely as 

a formalization of empirical regularities, and developing new explanatory variables that 

better reflect the observed heterogeneity in the data. 

3.2.1 Merits and demerits of the Gravity Model 

Gravity has long been one of the most successful empirical models in economics. A major 

criticism directed at these models is their narrow focus on trade volumes and inability to 

generate predictions in other areas such as the direction of trade or distributional impacts. 

Another criticism of gravity studies is their inability to take into account the terms-of-trade 

adjustments accompanying preferential liberalization, which can have significant effects on 

changes in trade flows and welfare (Burfisher et al., 2004). Similarly, critics have argued 

that physical distance between trading partners is a very bad proxy for transportation costs, 
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pointing out the faulty underlying assumption that these costs are the same for equidistant 

countries. Notwithstanding the above-mentioned shortcomings of the gravity model, the 

approach has enjoyed continued popularity due to its two major advantages: first is its ease 

of implementation and second is its superior empirical performance. The data requirements 

of the traditional model are low and rely on widely available information. With regard to the 

second advantage, the empirical success of gravity models in forecasting the volumes of 

bilateral trade is well-documented. Rose (2002) notes that the gravity-estimated “elasticities 

of trade with respect to both income and distance are consistently signed correctly, 

economically large, and statistically significant in an equation that explains a reasonable 

proportion of the cross country variation in trade.” Leamer and Levinsohn (1995) suggest 

that the gravity equation has provided some of the clearest and most robust empirical 

findings in economics.  

One of the main criticisms of the traditional gravity model has been its lack of a solid 

theoretical foundation. However, much literature has shown that there are several theoretical 

foundations for the gravity equation. Anderson (1979), Bergstrand (1985, 1989) and 

Armington (1969) assume that consumers regard goods as being differentiated by location 

of production. Anderson’s and Bergstrand’s models have the feature that the value of 

bilateral trade (imports or exports) is a function of income and transport costs. Subsequently, 

it has been recognized that the gravity equation can be derived from different models, 

including Ricardian, Hecksher-Ohlin, and the monopolistic competition models. 

Specifically, Helpman and Krugman (1985) have shown that the gravity equation can be 

derived from the monopolistic competition model with increasing returns to scale. Deardorff 

(1998) has shown that a gravity equation can also be derived from a Heckscher-Ohlin model 

without assuming product differentiation. 
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3.2.2 Essential Features of the Gravity Model 

The gravity trade model econometrically evaluates cross-sectional or pooled cross-sectional 

data on bilateral trade flows against the gravitational “mass” of explanatory variables 

describing the characteristics of bilateral trading partners. The two “core” variables are joint 

real GDP and distance. Nearly all gravity models find that two-way trade between countries 

increases significantly as their combined GDP increases and the distance between them 

decreases. The additional variables show how much two-way trade is added or subtracted 

from the quantity predicted by the basic core variables on account of political and 

institutional factors and various “trade resistance factors.” For instance, trading partners that 

do not share a common border, language, or currency usually enjoy significantly less mutual 

trade. 

3.2.3 Theoretical basis of Gravity model 

Newtonian Physics were first incorporated into human behaviour studies by H. Carey in the 

1860s. Since then, the “gravity equation” has been adopted for use in several social science 

fields including labour migration, commuting, consumer services, medical services and 

international trade. Gravity models were first applied to international trade by Tinbergen 

(1962) and Pöyhönen (1963). Tinbergen developed the model to determine the normal or 

standard pattern of international trade that would prevail among 42 countries in the absence 

of trade barriers. He justified his model selection by claiming that this model, regardless of 

its simplicity, captures aspects relevant to the aim of his study. Besides the standard gravity 

model, Tinbergen also estimated other models including dummy variables for trade 

agreements and the presence of a common border among trading countries. 
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Pöyhönen (1963) presented, what he called, a tentative trade volume model to analyze trade 

volumes of ten European countries in a single year. A close connection between the 

“estimator function” and the “gravitational problem” was highlighted using the analogy that 

body mass is replaced by the square root of country GDP and transportation cost is replaced 

by the distance between countries. After the seminal contributions of Tinbergen and 

Pöyhönen, additional authors have increasingly used the model in an international trade 

context, adjusting the model to their specific needs. Linnemann (1966) included population 

as an additional measure of country size. Other authors used per capita income to express 

the level of economic development (Koo and Karamera, 1991; Carrillo and Li, 2002). 

Models that include population are often referred to as augmented gravity models (Cheng 

and Wall, 2004). Other variables that are commonly used in a gravity model are dummy 

variables to control for cultural similarity among trade partners, such as language or 

historical relationships such as colonialism. The gravity model has been used widely as a 

baseline model for estimating the impact of a variety of policy issues, including regional 

trading groups, currency unions, political blocs, patent rights, and various trade distortions. 

Typically, these events and policies are modelled as deviations from the volume of trade 

predicted by the baseline gravity model, and, in the case of regional integration, are captured 

by dummy variables.  

As the empirical applications of the gravity model have grown, the theoretical foundations 

of the model have also been developed. Beginning with Anderson (1979), who showed that 

the gravity framework is consistent with a model of world trade in which products are 

differentiated by the country of origin (the Armington assumption), a series of papers have 

shown the gravity model framework to be consistent with a number of standard trade 

theories such as Heckscher-Ohlin and monopolistic competition.  
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Anderson and van Wincoop (2003) show how to estimate gravity equations in a manner that 

is consistent with a simple Armington model, and how to deal especially with differences in 

country sizes. Disdier and Head (2008) use a meta-analysis to estimate the distance 

coefficient in gravity type equations. Despite there is some amount of dispersion in the 

estimated distance coefficient, the distance coefficient has been remarkably stable, hovering 

around 1 over more than a century of data. Silva Santos and Tenreyro (2006), Helpman, 

Melitz and Rubinstein (2008) and Eaton, Kortum and Sotelo (2010) show how to 

accommodate zeros in the matrix of bilateral trade flows to estimate gravity equations. 

3.3 Selected Econometric Issues 

Since the beginning of the 1970s, the spread of work measuring the impact of free trade 

agreements on trade has gone hand in hand with an evolution in the method used to evaluate 

it. The addition of a second and then third regional dummy variable in a gravity equation has 

refined both the interpretation of results and of trade creation and diversion effects.  Some 

gravity model investigators have sought to directly quantify the global trade costs of 

exporting and importing countries by computing indices of actual transport and protection 

costs using observed trade prices, tariffs, and other indicators of differences between landed-

import prices and ex-factory export prices. Other investigators have specified fixed effects 

variables that essentially add dual (0,1) variables to the gravity model equation to represent 

each trading country separately as an exporter and importer, thereby representing 

multilateral resistance factors indirectly. Frequently, these investigators also specify dual 

year or other time-related variables to account for major events that impact the global 

trading system and hence trade by all countries. 

 In practice, however, the omitted variables problem goes beyond the multilateral resistance 

factors. Within the traditional gravity model specification, bilateral trade flows are 
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conceivably influenced by unobserved factors too numerous to represent in a single-

equation gravity model. In that case, problems may arise in accurately estimating the 

parameter values of the model. These problems often lead to serial correlation of regression 

residuals. Econometricians often seek to avoid the problem of omitted variables by 

including “specific-effects” variables in the gravity model estimation equation to capture the 

proximate influence of omitted or unobservable (mainly time invariant) influences that are 

specific to the individual observed dependent variables.  

3.3.1 Advantages of Panel Data 

Wooldridge (2002) defines panel data as a set of data formed by repeated observation of the 

same cross-sectional units over time. Panel data generally require extra time and cost, and 

also creates some econometric challenges. Nerlove (2002) indicates that the problem of 

latent individual heterogeneity is the central problem in panel data econometrics. Panel data 

in the context of the gravity model means the pooling of observations of cross-section units 

of countries over a period of time. Traditionally, the gravity equation and the effect of RTAs 

have been approached through a cross-section analysis ignoring the time perspective (Egger, 

2002). A majority of researchers, however, have used panel data to estimate the gravity 

equation (Kandogan, 2008). Panel data can be seen as a vector of cross-sections in which a 

time series is constructed for each cross-sectional member of the dataset and therefore the 

panel data combines the attributes of both cross-sectional and time series analysis 

(Woolridge, 2009). The data format can be described as (Hsiao, 2003): 

   𝑌𝑖𝑡 = 𝛽0 + 𝛽1𝑋𝑖𝑡 + 𝛽2𝑍𝑖𝑡 + 𝑢𝑖𝑡 

with members i=1,...,N and time periods t=1,...,N. If T=1 then the data set would be cross 

sectional while if N=1 we would have a time series. 
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When compared to cross-sectional data, panel data features several advantages, sample size 

increases and as a result standard deviations become smaller and estimates more significant. 

The main benefit of panel data is that it allows examining the effect of RTAs not only for a 

single country pair or in a given year but through a combination of the two while still 

accounting for the unobserved country pair specific differences. In a study including three 

different regions of the World, the factors affecting bilateral trade is likely to be very 

different. Using panel data however provides a solid foundation for trustworthy estimates of 

the effect of RTAs. 

Over pure cross sectional and pure time series analysis, panel data has the following benefits 

Hsiao (2003) and Baltagi (2008): 

 Panel data provides a richer source of information as it accounts for multiple 

observations on cross sectional units. Thus, it offers more variability and is more 

efficient in the estimation of parameters. The informative data also provides more 

reliable estimates and tests a more sophisticated behavioural model with less 

restrictive assumptions. 

 For pure time series data, serious multicollinearity problem appears among the 

independent variables (X); where current period independent variables (Xt) are 

highly correlated with those in previous period (Xt-1). Hence, for panel data, 

differences in the (X) across cross sectional units can be used to reduce the 

collinearity. This is due to the fact that the pooling of cross sectional and time series 

data increases variability that can be decomposed into variation between subjects and 

variation within subjects. 
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 Individual heterogeneity is controlled in panel data. The panel data model resolves or 

reduces the problem of omitted variables, due to mismeasurement or no observed 

items that correlate with the included independent variables in the model. 

 Panel data allows the researcher to study the complex issues of dynamic behaviour 

because it can identify and estimate effects that are simply not detectable in either 

pure cross section or time series data. 

Kennedy (2003) highlights the following advantages of panel data: 

 Allows control of heterogeneity of the cross-sectional units. It is to be expected that 

each cross-sectional unit has some intrinsic and immeasurable characteristics 

distinguishing it from others. 

 The combination of cross-sectional and time elements generates more variability, 

and at the same time reduces multicollinearity problems. 

 Panel data can be used to identify the effect of time-varying variables (e.g. 

technology) and cross-sectional variables (e.g. economies of scale) simultaneously. 

 Panel data allow better analysis of dynamic adjustments. 

3.3.2 Studies Involving Regional Dummies 

In the work carried out using a single regional dummy, the specification gives no indication 

of the nature of the additional trade recorded relative to the gravitational norm; it could be 

either pure trade creation or a trade diversion, or it could be both at the same time. The 

addition of a second variable (D2) allows trade between bloc member countries and the rest 

of the world to be tested. The variable is introduced into those models seeking to explain 

bilateral trade in its entirety (i.e. imports plus exports). It takes the value 1 if one of the two 

countries is a bloc member and the other is not, otherwise it takes the value 0. In the case 
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where the positive coefficient of D1 is superior to the absolute value of the negative 

coefficient of D2, one part of the additional internal trade corresponds to trade creation and 

the other to trade diversion, that is to say, a flow of goods substitutes for trade with the rest 

of the world.  

The D2 variable tests all bilateral trade with third-world countries. Where trade diversion is 

negative, the estimates are then not able to indicate whether the agreements have had an 

effect on extra-bloc exports or extra-bloc imports. Where trade diversion is positive, they do 

not indicate whether internal flows replace extra-regional exports or imports. The most 

recent studies palliate this deficiency. They seek to explain the export flows of a country i 

towards a country j by differentiating the effects of agreements on exports to the rest of the 

world (dummy exporter variable) from their impact on imports coming from the rest of the 

world (dummy importer variable). This identifies positive diversions of exports or imports 

(a positive coefficient for RTA dummy superior in absolute value to the negative coefficient 

of D exporter or of D importer), or a negative diversion (a positive coefficient of D exporter 

or of D importer).  

3.3.3 Country Pairs with Zero data 

For some country pairs the data entry is zero, normally due to levels of trade that are too 

small to be recorded. These are generally countries that, by virtue of their small size and 

remoteness would be expected to have little trade with each other. It is not always possible, 

though, to ascertain whether their trade is actually zero or is very small. In any case, these 

pairs with zero trade values present a problem for estimation of the gravity model in the log 

linear form. 



59 
 

 Literature confirms that in gravity equation estimates can be biased by incorrect treatment 

of zero trade flows among country pairs (Westerlund and Wilhelmsson, 2006; Helpman, 

2008; Shepotylo, 2009). The two conventional approaches to deal with zero trade are, either 

eliminate zero observations from sample or add a very small number to each observation of 

dependent variable (Wang and Winters, 1991 and Raballand, 2003). Moreover, some studies 

proposed techniques to deal with severe problem of zero trade values (Frankel, 1997; 

Westerlund and Wilhelmsson, 2006; Helpman, 2008). However, the current study sticks 

with first conventional strategy to eliminate the zero as this approach gives acceptable 

results if zeros are random. And in this dataset, zero trade flows are very small and random, 

particularly in trade data. 

3.3.4 The Choice of Variables 

Just as it was developed in its most simple form by J. Tinbergen (1962) and H. Linnemann 

(1966), the gravity equation makes bilateral trade flows (T) dependent upon the product of 

the incomes (Y) of the two partner countries i and j, divided by 𝐷𝑖𝑗 which is the geographic 

distance between the two countries, usually measured as the geographic distance between 

the two capital cities. The geographic distance can be interpreted as the resistance to trade. 

Mathematically the gravity model in its most basic form can be expressed by the following 

equation: 

𝑇𝑖𝑗 = 𝛼𝑌𝑖
𝐵2𝑌𝐽

𝐵3𝐷𝑖𝑗
𝐵4          ………………………….….…… (1) 

 where i and j denotes countries and Tij denotes the value of bilateral trade (merchandise 

exports and imports) between i and j. The explanatory variables in the gravity model are 

defined as follows: 
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𝑌𝑖 and 𝑌𝑗 represent the national income of countries i and j respectively, and 𝐷𝑖𝑗is the 

geographic distance between the two countries, usually measured as the geographic distance 

between the two capital cities.  

In order to estimate it econometrically, the basic gravity model has to be expressed in its 

log-linear form (natural log): 

𝑙𝑛𝑇𝑖𝑗 = 𝛼 + 𝛽2𝑙𝑛𝑌𝑖 + 𝛽3𝑙𝑛𝑌𝑗 + 𝛽4𝑙𝑛𝐷𝑖𝑗    …………………      (2) 

Where 𝛼, 𝛽2, 𝛽3 and 𝛽4 are the parameters to be estimated. This gravity model reflects the 

normal or baseline pattern of trade between two countries. 

The standard gravity model predicts that countries with similar levels of output per capita 

will trade more than countries with dissimilar levels. This is true of the Helpman- Krugman 

type of theory, as it predicts that the volume of trade should increase with increasingly equal 

distribution of national income. This, however, contradicts the traditional Hecksher-Ohlin 

theories of trade that predict that countries with dissimilar levels of output will trade more 

than countries with similar levels. In addition, the Linder hypothesis says that countries with 

similar levels of per capita income will have similar preferences but differentiated products, 

and thus will trade more with each other. This hypothesis is often viewed as similar to the 

Krugman-Helpman theory in its predictions. While the Krugman–Helpman hypothesis 

predicts that the sum of the logs of (GDP/popi) and (GDP/popj) will have a positive effect 

on the log of trade, the Linder hypothesis is associated with the prediction that the absolute 

value of the difference of the two variables will have a negative effect on trade. A positive 

value of this falls in the category of Hecksher–Ohlin theories. 

To distinguish among these influences- Hecksher-Ohlin style (factor endowments 

differences) and Linder style differences, the absolute value of the difference in per capita 
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GDP is used to test differences. A negative sign on this term would support the Linder 

hypothesis, while a positive sign would support the Hecksher-Olin hypothesis. The study 

tests for both the hypotheses. 

𝐺𝐷𝑃𝑃𝐶𝑑𝑖𝑓 = |
𝐺𝐷𝑃𝑖

𝑃𝑂𝑃𝑖
−

𝐺𝐷𝑃𝑗

𝑃𝑂𝑃𝑗
 | 

Basic gravity model could be augmented by adding other variables to examine different 

issues according to the study particular circumstances. The residual of the estimated 

equation is interpreted as the difference between potential and actual bilateral trade relation. 

The other explanatory variables are dummies which will be used to reflect how some 

particular conditions affect the baseline pattern of trade. 

 Border/ Adjacency (Contig)  is a dummy variable used to identify a pair of countries that 

are adjacent or contiguous or share a border. This dummy is likely to positively influence 

bilateral trade. This dummy is, in addition to the inclusion of the distance variable to 

account for the possibility of centre-to-centre distance, overstating the effective distance 

between neighbouring countries that may engage in large volumes of border trade. The 

dummy variable is one if countries i and j share a common border and zero when they do 

not. 

 Common Language (Comlang-off) is a proxy of cultural closeness and brings about a 

reduction in trade transaction costs. This dummy is equal to one when the two countries 

share a common language (official or commercial) and zero if otherwise. Common language 

is expected to reduce transaction costs, as speaking the same language helps facilitate trade 

negotiations. 
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 Common ethnic (Comlang_ethno) is a proxy of cultural closeness and brings about a 

reduction in trade transaction costs. This dummy is equal to one when the two countries 

share a common ethnic and zero if otherwise. 

Finally, following Jérôme Trotignon (2009), extended model for this study will be used by 

including three regional dummies representative of intra-bloc trade, extra-bloc exports and 

extra-bloc imports in a gravity model using panel data. GCC dummy tests intra-bloc trade. 

It takes the value 1 if the two countries i and j have signed the same agreement. The 

coefficient on GCC dummy represents the “intra-GCC bias,” that is, it describes the degree 

to which GCC countries concentrate trade among themselves beyond what can be predicted 

from the gravity model, that is, from its economic and geographic characteristics.𝐺𝐶𝐶𝑒𝑥𝑝 

measures the impact of the groupings on those exports destined for the rest of the world. It 

takes the value 1 if country i is party to an agreement to which country j is not, and 0 

otherwise. 𝐺𝐶𝐶𝑖𝑚𝑝captures the effects on imports coming from the rest of the world. It takes 

the value 1 where i does not belong to the group of which j is a member, and 0 otherwise 

that is, it takes the value of one for imports by any GCC member from any non-GCC 

member and zero otherwise. The last two dummies reflect “GCC’s extra-bloc openness.” 

3.3.5 Data Sample and Country Classification  

Secondary panel data has been used for the study and has been collected from credible 

international organizations. The bilateral exports import data is collected from the United 

Nations trade matrix (UNCTADstat) and world integrated solutions (WITS) but this study 

used the data maintained by United Nations trade matrix, because there were less zero 

values in the data set.   



63 
 

Data on country specific variables is obtained from Centre d'Etudes Prospectives et 

d'Informations Internationales (CEPII)’s databases. Such as, data on bilateral distance 

obtained from CEPII’s distance dataset, which integrates the internal distances based on area 

and uses one important or official capital city to calculate international distance. 

Furthermore, data like contiguous countries, common ethnic and common language is taken 

from CEPII’s geographical dataset, Paris. Data pertaining to GDP, GDPPC, and Population 

of the country is also collected from WB statistical database and UNCTADstat statistical 

online database. 

The data required for the gravity model is collected from 34 countries representing most of 

the first 10 major trading partners for the GCC member states from different geographical 

regions of the world. This includes Australia, Bahrain, Belgium, Brazil, Canada, China, 

China Hong Kong, China Taiwan, Egypt, France, Germany, India, Iran, Italy, Japan, Jordan, 

Republic of Korea, Kuwait, Malaysia, Morocco, Oman, Pakistan, Philippines, Qatar, Saudi 

Arabia, Singapore, Spain, Switzerland, Thailand, Turkey, United Arab Emirates, United 

Kingdom, United States and Yemen.  

The 34countries in the sample determine (34 x 33) =1122 country pairs. This size of the 

sample together with 14years from 1997to 2010 result in (34 x33 x14) =15708 observations. 

GDP is measured at constant prices (millions of US dollars), Population of all countries is 

measured in millions. Bilateral distance is measured, in kilometres, as distance between two 

capital cities of the trading partners. The bilateral exports import data is measured at 

thousands of dollars. 

3.3.6 The Model  

In the estimation method used in this study, three equations are to be estimated: 
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 Basic gravity model. 

𝑙𝑛𝑇𝑇𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + 𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 + 휀𝑖𝑗 

 Augmented gravity model. 

 𝑙𝑛𝑇𝑇𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + +𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 +

𝛽5𝐺𝐶𝐶𝑑𝑢𝑚 + 𝛽6𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟 + 𝛽7𝐶𝑜𝑚 𝐿𝑎𝑛𝑔 + 𝛽8𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

 Extended gravity model. 

 𝑙𝑛𝑇𝑇𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + +𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 +

𝛽5𝐺𝐶𝐶𝑑𝑢𝑚 + 𝛽6𝐺𝐶𝐶𝑖𝑚𝑝 + 𝛽7𝐺𝐶𝐶𝑒𝑥𝑝 + 𝛽8𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟 + 𝛽9𝐶𝑜𝑚 𝐿𝑎𝑛𝑔 +

𝛽10𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

These equations will be estimated using different techniques. The dependent variable will be 

merchandise trade (exports plus imports in US dollars), in log form, between pairs of 

countries. Then the extended model which is the workhorse of this study will be estimated 

by using three versions of gravity equation with different dependent variables. Natural 

logarithm of bilateral trade used as dependent variable, while in other two equations natural 

logarithms of exports and imports employed as dependent variables. 

3.4 Econometric Methodology 

Most studies estimating a gravity model were carried out on cross-section data. Recently, 

several papers have argued that standard cross-section methods lead to biased results 

because they do not control heterogeneous trading relationships. For instance, the impacts of 

historical, cultural and linguistic links in trade flows are difficult to observe and to quantify. 

Further, the presence of minorities or past memberships in a common trade area can also 

lead to biased estimates. Panel data regressions allow correcting such effects. The use of 
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panel data is preferred in our analysis because it allows controlling specific effects (as fixed 

or random effects).   

Matyas (1997) argues that the cross-section approach is affected by a problem of 

misspecification and consider that a correct econometric specification of gravity model is a 

“three – way model” with exporter, importer and time effects (random or fixed ones). 

Concerning panel data, Egger (2000) mentions that the most appropriate methodology is the 

one used for disentangling time-invariant and country specific effects. Egger and 

Pfaffermayr (2003) indicate that the omission of specific effects per country pair can bias 

the estimated coefficients. An alternative solution is to use an estimator to control bilateral 

specific effects like in a fixed effect model (FEM) or in a random effect model (REM). 

However, fixed effect models (FEM) allow for unobserved or misspecified factors that 

simultaneously explain the trade volume between two countries and lead to unbiased and 

efficient results. 

The choice of the method (FEM or REM) depends on two important things, its economic 

and econometric relevance. From an economic point of view there are unobservable time 

invariant random variables, difficult to be quantified, which may simultaneously influence 

some explanatory variables and trade volume. From an econometric point of view the 

inclusion of fixed effects is preferable to random effects because the rejection of the null 

hypothesis of uncorrelation of the unobservable characteristics with some explanatory 

variables is less plausible (Baier and Bergstrand, 2005). Theoretical econometric studies 

advocate the implementation of Hausman-Taylor's method for panel data incorporating 

time-invariant variables correlated with bilateral specific effects (Hausman-Taylor; 1981; 

Wooldrige, 2002; Hsiao, 2003). As a consequence this method has gained a considerable 

acceptance among economists (Egger and Pfaffermayr, 2004). 
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Plümper and Troeger (2007) have proposed a more efficient method called “the fixed effect 

vector decomposition (FEVD)” to accommodate time-invariant variables. Using Monte 

Carlo simulations they compared the performances of the FEVD method to some other 

existing techniques, such as the fixed effects, or random effects, or Hausman- Taylor 

method. Their results indicate that the most reliable technique is the FEVD if time invariant 

variables and the other variables are correlated with specific effects, which is likely to be the 

case in this study. 

 

3.4.1 Different panel data econometric methods 

Below is a brief explanation of the panel data econometric methods which will be used in 

this study to estimate the possible various specifications of the models of this study: pooled 

ordinary least squares (POLS), random effect estimator (REM), within estimator (FEM), 

instrumental variables Hausman– Taylor estimator (HT) and fixed effect vector 

decomposition (FEVD). 

3.4.1.1 Pooled Ordinary Least Squares (POLS) 

The class of models that can be estimated using a pooled ordinary least square estimator can 

be written as follows 

𝑦𝑖𝑡 = 𝛽𝑥𝑖𝑡 + 𝛼𝑧𝑖 + 휀𝑖𝑡                 i=1, 2, … n     t=1, 2, …, t   ………………….. (1) 

 Where 𝑦𝑖𝑡 is the dependent variable, 𝑥𝑖𝑡 are 𝐾 repressors not including a constant term. The 

heterogeneity or individual effect is 𝑧𝑖α where 𝑧𝑖 contains a constant term and a set of 

individual or group specific variables, which may be observed or unobserved, all of which 

are taken to be constant over time t. 
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Ordinary Least Squares (OLS) is often used to estimate the gravity model but does not 

permit to control the individual heterogeneity and hence may yield biased results due to a 

correlation between some explanatory variables and some unobservable characteristics. If 

the Breusch-Pagan test rejects the null hypothesis in favor of random effects, the OLS 

method is not adequate. 

3.4.1.2 Within Estimator and Random Estimator (FEM And REM) 

In the presence of correlation of the unobserved characteristics with some explanatory 

variables the random effect estimator leads to biased and inconsistent estimates of the 

parameters. To eliminate this correlation, it is possible to use a traditional method called 

“within estimator or fixed effect estimator” which consists in transforming the data into 

deviations from individual means. In this case, even if a correlation between unobserved 

characteristics and some explanatory variables exists, the within estimator may provide 

unbiased and consistent results. The fixed effect model can be written as: 

𝑦𝑖𝑡 =  ∑ 𝛽𝑘

𝐾

𝐾=1

𝑥𝑖𝑡𝑘 + 𝛼𝑖 + 𝑢𝑖𝑡 ,                                               

 𝑡 = 1,2, … , 𝑇 𝑟𝑒𝑔𝑟𝑒𝑠𝑠𝑜𝑟𝑠,     𝑖 = 1,2, . . , 𝑁 𝑖𝑛𝑑𝑖𝑣𝑖𝑑𝑢𝑎𝑙                                       

, where 𝛼𝑖denotes individual effects fixed over time and 𝑢𝑖𝑡 is the disturbance terms. 

𝑦𝑖𝑡 − �̅�𝑖𝑡 = ∑ 𝛽𝑘

𝑘

𝑘−1

(𝑥𝑖𝑡𝑘 − �̅�𝑖𝑡) + (𝑢𝑖𝑡 − �̅�𝑖𝑡)                                          

In the fixed effect transformation, the unobserved effect '𝛼𝑖disappears and may lead to 

unbiased and consistent results. 

The random model has the same form as before, 
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𝑌𝑖𝑡 = �̂�0 + �̂�1𝑋𝑖𝑡1 + �̂�2𝑋𝑖𝑡2 … … … … + �̂�𝑘𝑋𝑖𝑡𝑘 + ′𝐴𝑖 + 𝑢𝑖𝑡                     

          

where an intercept is included so that the unobserved effect,′𝐴𝑖, has a zero mean. Equation 

becomes a random effect model when we assume that the unobserved effect ′𝐴𝑖is 

uncorrelated with each explanatory variable, this hypothesis is actually less plausible and the 

GLS estimator may lead to biased results. 

The Hausman (𝑥2) test consists in testing the null hypothesis of no correlation between 

unobserved characteristics and some explanatory variables and allows to make a choice 

between random estimator and within estimator. The within estimator has however two 

important limits: 

 It may not estimate the time invariant variables that are eliminated by data 

transformation. 

 The fixed effect estimator ignores variations across individuals. The 

individual’s specificities can be correlated or not with the explanatory variable. 

In traditional methods these correlated variables are replaced with instrumental 

variables uncorrelated to unobservable characteristics. 

3.4.1.3 The Hausman Taylor Method (HT) 

The Hausman and Taylor (1981) estimator (hereafter HT) overcomes these problems using a 

method which allows to estimate time-invariant variables and also to consider some 

explanatory variables included in the model as instruments. In this case the major difficulty 

of instrumental methods which consists in finding external instruments (not from original 

specification) and uncorrelated with unobservable characteristics is avoided. 

In HT explanatory variables are divided into four categories: time varying (𝑋𝑖𝑡
1 ) uncorrelated 

with individual effects 𝛼𝑖𝑗, time varying (𝑋𝑖𝑡
2  ) correlated with individual effects 𝛼𝑖, time-
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invariant (𝑍𝑖
1 ) uncorrelated with  𝛼𝑖 and time-invariant (𝑍𝑖

2) correlated with 𝛼𝑖. More 

precisely, the considered equation written as follows: 

𝑌𝑖𝑡 = 𝛽0 + 𝛽1𝑋𝑖
𝑖𝑡 = 𝛽2𝑋2

𝑖𝑡 + 𝑌1𝑍1
𝑖 + 𝑌2𝑍2

1 + 𝛼𝑖 + 𝑛𝑖𝑡    

With the condition that the explanatory variables are not correlated with 𝑛𝑖𝑡, even if some of 

them are correlated with 𝛼𝑖. 

The 𝑋𝑖𝑡
2  regressors are instrumented by the deviation from individual means (as in the Fixed 

Effect approach) and the  𝑍𝑖
2 regressors are instrumented by the individual average of 𝑋𝑖𝑡

1  

regressors. Hausman Taylor estimator allows estimating the effect of time-invariant 

variables such as distance, common border, common languages etc. Hausman Taylor (HT) 

estimator doesn’t use external instruments. 

The variables are divided into two matrices. The X matrix contains 𝑘1 columns of 𝑋𝑖𝑡
1 it and 

𝑘2 columns of 𝑋𝑖𝑡
2  and the Z matrix contains 𝑔1 columns of 𝑍𝑖

1 and 𝑔2columns of 𝑍𝑖
2. The 

variables to be instrumented are 𝑋𝑖𝑡
1  and  𝑍𝑖

2 . The set of instruments proposed by HT is the 

following one: (Q𝑋𝑖𝑡
1  , Q𝑋𝑖𝑡

2  , P𝑋𝑖𝑡
1 ,  𝑍𝑖

1), where 𝑘1 > 𝑔2. The deviations to the average (Q) 

are those that eliminate the correlation of the variable  , 𝑋𝑖𝑡
2  , and the 𝑋𝑖𝑡

1  averages corrects 

for the  𝑍𝑖
2 variables (with the condition that the number of 𝑋𝑖𝑡

1  uncorrelated variables is 

larger or at least equal to the number of 𝑍𝑖 
2 correlated variables, that is to say 𝑘1 ≥𝑔2). 

Because of error autocorrelation the estimated coefficients are not efficient even if they are 

unbiased. For this reason Hausman Taylor use predefined instruments to get unbiased and 

efficient results. When the model is over identified (𝑘1  >𝑔2) these estimators are more 

efficient than those of the within model. To test for the assumption of no-correlation of the, 

𝑋𝑖𝑡
1 , and 𝑍𝑖

1 variables one can compare the within estimators with those of HT. However, T. 
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Plümper and V. E. Troeger (2007) argue that the model of Hausman -Taylor suffers at least 

from some serious imperfections: 

1. It is very hard to estimate which explanatory variables are likely to be correlated 

with the unit effects because the last are unobserved. Unfortunately, the results 

depend largely on this decision. The best that is possible is to seek specifications 

which give results close to those obtained by a fixed effect model (FEM). 

2. The non-correlated variables should not be adequate instruments for the correlated 

variables, which can lead to inefficient estimations. The model of Hausman- Taylor 

depends on large samples and consequently is less effective for the small series. 

3.4.1.4 The Fixed Effect Vector Decomposition Model (FEVD) 

In their analysis of the estimation of time-invariant variables in panel data models with 

individual effects, Plümper and Troeger (2007) question the adequacy of three procedures 

that have frequently been employed to overcome this problem (the pooled OLS, RE and HT 

estimators). They refer to the bias caused by ignoring individual effects altogether in pooled 

OLS; the possible inconsistency and biased results of the RE estimator; and the arbitrary 

choice of regressors that might be correlated with the individual effects in the HT 

estimation. The authors suggest a vector decomposition procedure to estimate the time-

invariant variables in an augmented fixed effects approach, which can be applied to this 

study. The fixed effects vector decomposition (FEVD) procedure implies three stages: first, 

estimation of the unit fixed effects by the baseline panel fixed effects model excluding the 

time-invariant but not the rarely changing right hand side variables. Second, regression of 

the fixed effects vector on the time invariant and/or rarely changing explanatory variables of 

the original model (by OLS) to decompose the unit specific effects into a part explained by 

the time invariant variables and an unexplained part(the error-term). And third, estimation of 
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a pooled OLS model by including all explanatory time-variant variables, the time-invariant 

variables, the rarely changing variables and the unexplained part of the fixed effects vector. 

This stage is required to control multicollinearity and to adjust the degrees of freedom in 

estimating the standard errors of the coefficients. This model adopts the robustness of fixed 

effect model and allows for the correlation between the time-variant explanatory variables 

and the unobserved individual effects. 

The attraction of FE models is that they allow for arbitrary correlation between the 

unobserved individual heterogeneity and the observable inputs. Yet, these clear advantages 

of the FE model come at a certain price. One of its drawbacks, the problem of estimating 

time-invariant variables in panel data analyses with unit effects, has widely been recognized: 

since the FE model uses only the within variance for the estimation and disregards the 

between variance, it does not allow the estimation of time-invariant variables (Baltagi 2008; 

Hsiao, 2003). 

 A second problem with FE models is that they are inefficient in estimating variables with 

little within variance. Plümper and Troeger (2007) refer to these as “rarely changing” 

variables, providing several examples where within variance would be expected to much 

smaller than between variance. FE models can estimate coefficients for such variables but 

the standard errors will be large as their explanatory power will be captured largely by the 

estimated fixed effects. However, the problem is not just low significance of estimated 

parameters, as “point estimates are also unreliable since the influence of the error on the 

estimated coefficients becomes larger as the inefficiency of the estimator increases” 

(Plümper and Troeger, 2007). 

As an alternative to FE, Plümper and Troeger (2007) propose what they label the fixed 

effect vector decomposition (FEVD) estimator, which is based on the FE estimator, and they 
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provide conditions under which the FEVD estimator will be preferable to FE. To illustrate 

their procedure, the fixed effects model with time invariant variables are represented as 

follows: 

𝑦𝑖𝑡 =  𝛼𝑖 + ∑𝑘=1
𝑘 𝛽𝑘𝑥𝑘𝑖𝑡 + ∑𝑚=1

𝑀 𝑦𝑚𝑧𝑚𝑖 + 휀𝑖𝑡              (1) 

where the 𝑥  variables are time-varying, the 𝑧 variables are time-invariant, and 휀 is the error 

term. 𝛼𝑖 represents individual heterogeneity and captures the effect of unobserved time-

invariant  characteristics. 

Using the within transformation, the FE estimator removes the individual effects 𝛼𝑖 and the 

time-invariant variables z.:  

𝑦𝑖𝑡 − �̅�𝑖 = (𝛼𝑖 − 𝛼𝑖) + 𝛽𝑘∑𝑘=1
𝑘 (𝑥𝑘𝑖𝑡 − �̅�𝑘𝑖) + 𝑦𝑚∑𝑚=1

𝑀 (𝑧𝑚𝑖 − 𝑧�̅�𝑖) + (휀𝑖𝑡 − 휀�̅�)     (2) 

Where 

�̅�𝑖 =
1

𝑇
∑   𝑦𝑖𝑡

𝑇

𝑡=1

 , �̅�𝑘𝑖 =  
1

𝑇
∑ 𝑥𝑘𝑖𝑡

𝑇

𝑡=1

 ,       휀�̅� =  
1

𝑇
∑ 휀𝑖𝑡

𝑇

𝑡=1

  

Plümper and Troeger (2007) note that the “estimated unit effects” 𝛼�̂� do not equal the unit 

effects 𝛼𝑖 in the the data-generating process (DGP) of a FE model with time-invariant 

variables. Instead, denoting the fixed effects estimate of (2) as  𝑏𝐾
𝐹𝐸  the estimated unit 

effects are: 

𝛼�̂� = �̅�𝑖 − ∑𝑘=1
𝑘 𝑏𝐾

𝐹𝐸�̅�𝑘𝑖 − 휀�̅�                                 (3) 

Thus, the 𝛼�̂� include not only the true unobserved unit-specific effects, 𝛼𝑖 but also the effect 

of the observed time-invariant variables,z , and the unit-means of the time-varying inputs, 

�̅�𝑘𝑖  . 
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 The FEVD procedure proposed by Plümper and Troeger (2007) involves three stages. In the 

first, the FE model (1) is run to obtain estimates of the unit effects,  𝛼�̂� . In the second stage, 

these unit effects are regressed on the observed time-invariant and rarely changing variables, 

Z  In doing so, the unit effects are decomposed into an unexplained part, 𝜃𝑖 , and a part 

explained by the available between-unit information contained in z : 

�̂�𝑖 = ∑ 𝑦𝑚𝑧𝑚𝑖

𝑀

𝑚=1
+ 𝜃𝑖                              (4)  

In the third stage, the full model is run using pooled OLS without the unit effects but 

including the true unobservable component of 𝛼𝑖 represented by the residual from the 

second-stage regression,  𝜃𝑖:  

𝑦𝑖𝑡 =  𝛼𝑖 + ∑𝑘=1
𝑘 𝛽𝑘𝑥𝑘𝑖𝑡 + ∑𝑚=1

𝑀 𝑦𝑚𝑧𝑚𝑖 + 𝛿𝜃𝑖 + 휀𝑖𝑡           (5) 

While the z variables may have been correlated with  𝛼𝑖 , they are uncorrelated with 𝜃𝑖  by 

assumption.  

A key issue here is what variables to include in the vector in the second stage. Strictly time-

invariant characteristics will obviously be included. Variables with sufficiently low within-

variance should also be included but identifying such variables may not be so obvious. 

Plümper and Troeger (2007) carry out Monte Carlo simulations to provide the conditions 

under which a variable should be included in the second stage. Using the root mean squared 

error as their criterion, they find that the decision to treat a rarely changing variable as time-

varying (x) or time-invariant (z) depends on the correlation between the variable and the 

unobserved heterogeneity and the ratio of the between to within variance.  

In general, for a given correlation, the greater the between-to-within ratio, the better the 

relative performance of the FEVD estimator. For a correlation of 0.3 between the variable 
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and the unit heterogeneity, a between-to-within ratio of approximately 1.7 is sufficient for 

the FEVD estimator to be superior to FE. When the correlation rises to 0.5, the between-to-

within ratio rises to about 2.8. While the correlation between the variable and the unit 

heterogeneity is unobservable, the inclusion of additional variables in will reduce the 

potential for correlation. Plümper and Troeger (2007) suggest that a between-to-within ratio 

of 2.8 is sufficient to justify the inclusion of the variable in question in the second stage 

(Greene; Orea; and Wall, (2010)). Moreover, even the within variance is large, as long as 

the between variance is much larger the FEVD was found to perform better on average than 

FE (though the absolute advantage in reliability will be smaller). (Greene et al., (2010). 

Plümper and Troeger (2007) note that at least in theory this method has three obvious 

advantages: 

1. The fixed effect vector decomposition does not require prior knowledge of the 

correlation between time-variant explanatory variables and unit specific effects. 

2. The estimator relies on the robustness of the within-transformation and does not 

need to meet the orthogonality assumptions (for time-variant variables) of random 

effects. 

3. FEVD estimator maintains the efficiency of OLS. 

The FEVD is not a perfect estimator, but one of the best available. It produces unbiased 

estimates of time-varying variables regardless whether they are correlated with unit effects 

or not and unbiased estimates of time-invariant variables that are not correlated. The 

estimated coefficients of the time-invariable variables correlated with unit effects, however, 

suffer from omitted variable bias. To summarize, the FEVD produces less biased and more 

efficient coefficients. The main advantages of the FEVD come from its lack of bias in 

estimating the coefficients of time-variant variables that are correlated with unit-effects. 
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3.4.1.5 The Hausman Specification Test 

The key consideration in comparing fixed effects and random effects estimators is whether 

the unit effects are correlated with any of the explanatory variables and therefore the random 

effects estimates are biased. Hausman (1978) proposed a test based on the difference 

between the RE and FE estimates. Since fixed effects estimator is consistent when unit 

effects are correlated with x-variables, but RE is inconsistent, a statistically significant 

difference is interpreted as evidence against the random effects assumption of strict 

exogeneity. Random effects estimates are biased whenever the explanatory variables are 

correlated with the unit specific effects. 

The Hausman-statistic tests the null-hypothesis that there is no difference between the 

estimated coefficients of a fixed effects and a random effects estimator.  

In its basic form it is computed as a chi²-type test for differences in estimates: 

𝑥2(𝑑𝑓) = (�̂�𝐹𝐸 − �̂�𝑅𝐸)′ [𝐴𝑣𝑎𝑟(�̂�𝐹𝐸) − 𝐴𝑣𝑎𝑟(�̂�𝑅𝐸)]
−1

(�̂�𝐹𝐸 − �̂�𝑅𝐸) 

The Hausman statistic is distributed asymptotically as chi². Newey and McFadden (1994) 

provide general sufficient conditions which are met by the fixed effects and random effects 

estimator. The fixed effects estimator is consistent under both the null-hypothesis and the 

alternative hypothesis. The random effects estimator, however, is inconsistent under the 

alternative but more efficient under the null. If the null is rejected (the p-value is smaller 

than 0.05) then at least some of the variables are correlated with the unit effects and random 

effects producing biased estimation results. Since the fixed effects estimator is consistent 

when the unit specific effects and right-hand-side variables are correlated, and the random 

effects estimator is inconsistent, a statistically significant difference is interpreted as 

evidence against the random effects strict exogeneity assumption. 
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3.4.2 Hypothesis Testing and Model Selection: 

3.4.2.1 Testing for random effects: Breusch-Pagan Lagrange multiplier (LM) 

The LM test helps to decide between a random effects regression and a simple OLS 

regression. The null hypothesis in the LM test is that variance across entities is zero. This 

means that there is no significant difference across units (i.e. no panel effect).  

 Table:3.1 Breusch-Pagan Lagrange multiplier (LM) 

 

The likelihood-ratio (LR) test that is displayed is testing on the boundary of the parameter 

space. That is probably testing whether an estimated variance component (something that is 

always greater than zero) is different from zero by using an LR test. The p-value of the LR 

test is <0.05 (i.e. significant), so the null hypothesis of no evidence of significant differences 

across countries will be rejected and conclude that OLS model is not appropriate, and 

random effects model is better. 

3.4.2.2 Fixed Effect versus Random Effect (Housman test): 

The fixed effect model offers consistent estimators but does not allow to estimate time-

invariant variables since it is based on the within operator (it subtracts from the variables 

their mean over time, so time-invariant variables have a mean equals to their value and the 
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within estimator leads to a null value of the within transformation of these variables). The 

random-effects model increases the efficiency of estimations but imposes a strong 

assumption that individual effects are not correlated with explanatory variables. 

One of the desirable features of the FE design is that it allows for the unit‐specific effect to 

be correlated with the Xs. Thus it explicitly accounts for one form of endogeneity resulting 

from time invariant omitted variables. An alternative approach is to use random effects. The 

RE model assumes that the unit‐specific effect is uncorrelated with the Xs. Therefore, there 

is no harm in ignoring it (no OVB) and it just becomes part of the residual. When the 

assumptions of the RE model are satisfied it will be more efficient than FE. However, when 

the assumptions don’t hold, it will be biased. By contrast, FE will be unbiased but 

inefficient. This leads to a Hausman‐type test for RE vs. FE.  

Table: 3.2 Hausman‐type test for RE vs. FE 

 

Hausman test has been used to decide between fixed or random effects, the test proposed by 

Hausman (1978) ,where the null hypothesis is that the preferred model is random effects vs. 

the alternative the fixed effects ( Green, 2008). It basically tests whether the unique errors 

(ui) are correlated with the regressors, the null hypothesis is that they are not 
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correlated.From table (3.2), the p-value of the Hausman test is significant; it is less than 

0.05, so the null hypothesis will be rejected in favour of the fixed effect model. 

3.4.2.3 Testing for heteroskedasticity 

Wald test that is displayed is testing whether this data sample has the problem of 

heteroskedasticity or variance is constant across the sample. The p-value of Wald test is 

<0.05 (i.e. significant), so the null hypothesis of homoskedasticity (or constant variance) 

will be rejected and conclude the presence of the problem of heteroskedasticity. 

Table: 3.3 Wald test for heteroskedasticity 

 

3.4.2.4 Testing for serial correlation 

Serial correlation tests are applied to macro panels with long time series and it is not a 

problem in micro panels (with very few years). Serial correlation causes the standard errors 

of the coefficients to be smaller than they actually are and higher R squared.  

Table:3.4 Lagram-Multiplier test for serial correlation 
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A Lagram-Multiplier test has been used to check for serial correlation, the null hypothesis is 

that there is no serial correlation. The p-value of Wooldridge test for autocorrelation is 

<0.05 (i.e. significant), so the null hypothesis of no serial correlation will be rejected and 

conclude the Presence of the problem of serial correlation. 

3.4.3 Method Selection 

A typical approach to overcome issues of heterogeneity is to use panel data and perform 

either random or fixed effect estimation. Since individual heterogeneity is generally viewed 

as fixed across time, the observation of individuals at several time points allows researchers 

to statistically control the heterogeneous factors without having to directly observe or 

quantify them. Inevitably, when important explanatory variables are unavailable, estimation 

by ordinary least squares (OLS) will result in biased estimates. Ferrer-i-Carbonell & Frijters 

(2004) document this bias from not appropriately controlling for individual heterogeneity 

and observe that the positive coefficient on income reduces by about 2/3 when moving from 

a pooled OLS to a fixed effect estimator. The bias is large and illustrates the necessity of 

controlling for important unobservable and unknown characteristics. 

Both the RE model and pooled OLS yield inconsistent and biased estimates when regressors 

are correlated with the unit effects. This makes RE models unviable for the present study 

because there is correlation between regressors and the unobserved country specific effects. 

Thus, they may be a second-best solution for studies solely interested in the coefficients of 

the time-invariant variables. 

Another alternative, which econometric textbooks typically recommend, is the fixed effect 

model. FE models consider the unobserved factors affecting the dependent variable as 

consisting of two types: those that do not change over time but vary across units, and those 



80 
 

that vary both over time and units. FE models remove the time invariant effects by applying 

some simple transformation to the data, and then apply OLS to the transformed data in order 

to minimize the effect of time varying omitted variables. Briefly, this is how FE models 

handle the potentially large number of unobserved explanatory variables. However, this 

apparent superiority of FE in handling unobserved heterogeneity does not come free of cost. 

A widely recognized limitation of FE models is their inability in estimating time-invariant 

variables. Since the FE models use only the within variance for the estimation and 

disregards the between variance, they do not allow the estimation of time-invariant 

variables. A second and by far the less recognized drawback of the FE models results from 

their inefficiency in estimating the effect of variables that have very little within variance. 

An inefficient estimation will not only lead to higher standard errors (SEs) but also leads to 

highly unreliable point estimates and may thus cause wrong inferences and a biased 

estimator. Therefore, the inefficiency of the FE models in estimating variables with low 

within variance needs to be taken seriously. 

 Another alternative, which econometric textbooks (Wooldridge 2002; Hsiao, 2003) 

typically recommend, is the Hausman and Taylor (1991) procedure. This estimator 

overcomes the bias of the RE model in the presence of correlated unit effects from an 

econometric perspective. The procedure provides a consistent solution to the potentially 

severe problem of correlation between unit effects and time-invariant variables. In brief, this 

procedure estimates a RE model and uses exogenous time-varying variables as instruments 

for the endogenous time-varying variables and exogenous time-invariant variables plus the 

unit means of the exogenous time-varying variables as instruments for the endogenous time-

invariant variables. In empirical application of the HT approach the main points of critique 

focus on the arbitrary IV selection as well as the poor small sample properties of IV–
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methods when instruments are ‘weak’ as well as similar small sample problems of the GLS 

estimator. Unfortunately, the procedure can only work well if the instruments are 

uncorrelated with the errors and the unit effects and highly correlated with the endogenous 

regressors. However, for the HT model to be operable, the researcher needs to classify 

variables as being correlated and uncorrelated with the individual effects. Further, 

identifying those instruments is a formidable task since the unit effects are unobserved (and 

often unobservable). 

Therefore, as an alternative to IV estimation, the Fixed Effects Vector Decomposition 

(FEVD) by Plumper & Troger (2007) have been proposed. Since the FEVD is built on the 

FEM, it yields unbiased and consistent estimates of the time-varying variables. According to 

Plumper & Troger one major advantage of the FEVD compared to the Hausman-Taylor 

model is that the estimator does not require prior knowledge of correlation between the 

explanatory variables and the individual effects. Moreover, the specification relies on the 

robustness of the FEM and does not need to meet the strong assumptions of the REM. 

Recent research has raised questions about the validity of the FEVD model when only time-

invariant variables are included in the second stage. In particular, Breusch, Ward, Kguyen 

and Kompas (2010) and Greene (2011) have shown that in this case the FEVD estimator 

simply reproduces the fixed effects estimates for the time-varying variables and produces 

spurious efficiency gains. On this basis, the FEVD estimator becomes a useful tool only 

when slowly changing variables are included in the second stage. Indeed, it is the presence 

of slowly changing variables and the fact that their estimates in a FE setting can be 

imprecise in a mean-squared error (MSE) sense that may justify the use of the FEVD as a 

potentially interesting alternative estimator. (Greene et al., (2010). 
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Breusch et al (2010) provides an IV interpretation of the FEVD in a time invariant variable 

context (i.e. without rarely-changing variables) and argues that the Hausman Taylor 

estimator is the most relevant direct competitor with the FEVD estimator. On the basis of a 

Monte-Carlo study, they conclude that neither estimator completely dominates the other in a 

MSE sense, with FEVD performing better when endogeneity is not too severe. Greene 

(2011) on the other hand finds no benefit to the FEVD approach in the time invariant case 

but points to the comparison with Hausman- Taylor as being of possible relevance in the 

presence of rarely-changing variables. In any case, the performance of the Hausman-Taylor 

estimator will depend on the availability of enough time-varying exogenous variables in the 

model and the quality of the instruments available. There is also the difficulty of deciding 

which variables to treat as endogenous. 

Plümper and Troeger(2011) respond to the critics and reinforce the case for using FEVD 

when researchers are simultaneously interested in time-varying variables correlated with the 

unit effects and time-invariant variables. They said briefly, our main arguments can be 

summarized as follows. First, what appears to be Greene’s over-riding criterion for 

estimator, evaluation should not inform the choice of estimators for the typical sample sizes 

analyzed by applied researchers in general and especially not for the estimation of problems 

discussed in his study. Infinite sample properties of estimators cannot be generalized to 

finite samples. Because of the instrument option, FEVD is consistent when valid internal or 

external instruments exist. Second, Greene corrects his claim that FEVD’s efficiency gains 

are illusory in the conclusion of his article and states that we do not have anything to add 

here. Third, Greene’s proof that the first stage of FEVD is identical to its third stage when 

variables are time varying. FEVD differs from the FE model in respect to time-invariant 

variables and only in respect to them.   
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Plümper and Troeger (2011) found that the FEVD estimator consistently outperformed both 

RE and OLS. The FEVD is not a perfect estimator, but one of the best available. It produces 

unbiased estimates of time-varying variables regardless whether they are correlated with 

unit effects or not and unbiased estimates of time-invariant variables that are not correlated. 

The estimated coefficients of the time-invariable variables correlated with unit effects, 

however, suffer from omitted variable bias. To summarize, the FEVD produces less biased 

and more efficient coefficients. The main advantages of the FEVD come from its lack of 

bias in estimating the coefficients of time-variant variables that are correlated with unit-

effects. From the above discussion this study will use the FEVD method for data analysis 

and interpretation. 

3.5 Chapter Summary 

The use of gravity model has recently been spread in international trade studies. Its wide 

application in international trade is mainly due to its ease of implementation. The preference 

of research to use the model is for the fact of the ease with which model can be estimated 

econometrically and the accuracy with which it describes the volume of bilateral trade 

flows. Inclusion of RTA-specific variables allows the gravity equation to be used for 

estimating the trade creation and trade diversion effects of regional trade agreements. 

One of the most widespread methods to overcome issues of heterogeneity while estimating 

gravity model is to use panel data and perform either random or fixed effect estimation. The 

two methods RE and pooled OLS yield inconsistent and biased estimates when regressors 

are correlated with the unit effects. Therefore, RE models unviable for the present study 

because there is correlation between regressors and the unobserved country specific effects. 
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One of the alternative approaches for estimating gravity model with the presence of 

heterogeneity is the fixed effect model. FE models consider the unobserved factors affecting 

the dependent variable as consisting of two types: those that do not change over time but 

vary across units, and those that vary both over time and units. FE models remove the time 

invariant effects by applying some simple transformation to the data, and then apply OLS to 

the transformed data in order to minimize the effect of time varying omitted variables. This 

is how FE models handle the potentially large number of unobserved explanatory variables. 

Though these models have enormous merits, yet they have their own limitations. One of 

their well recognized limitations is their inability in estimating time-invariant variables. 

Because of the fact that the FE models use only the within variance for the estimation and 

disregards the between variance, they do not allow the estimation of time-invariant 

variables. Similarly, the second drawback of the FE models results from their inefficiency in 

estimating the effect of variables that have very little within variance. The  inefficiency of 

their estimation will not only lead to higher standard errors (SEs) but also leads to highly 

unreliable point estimates and may thus cause wrong inferences and a biased estimator. 

Hence, the failure of the FE models in estimating variables with low within variance needs 

to be taken seriously. 

The Hausman and Taylor (1991) procedure is another alternative. This estimator overcomes 

the bias of the RE model in the presence of correlated unit effects. The procedure provides a 

solution to the potentially problem of correlation between unit effects and time-invariant 

variables. Briefly speaking, this procedure estimates a RE model and uses exogenous time-

varying variables as instruments for the endogenous time-varying variables and exogenous 

time-invariant variables plus the unit means of the exogenous time-varying variables as 

instruments for the endogenous time-invariant variables. The essential points of critique of 
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HT approach focus on the arbitrary IV selection. However, the procedure can only work 

well if the instruments are uncorrelated with the errors and the unit effects, and highly 

correlated with the endogenous regressors. Hence, for the HT model to be operable, the 

researcher needs to classify variables as being correlated and uncorrelated with the 

individual effects. Similarly, identifying those instruments is a tough task since the unit 

effects are unobserved and often unobservable. 

To conclude, as an alternative to IV estimation, the Fixed Effects Vector Decomposition 

(FEVD) by Plumper & Troger (2007) have been proposed. Since the FEVD is built on the 

FEM, it yields unbiased and consistent estimates of the time-varying variables. According to 

Plumper & Troger one major advantage of the FEVD compared to the Hausman-Taylor 

model is that the estimator does not require prior knowledge of correlation between the 

explanatory variables and the individual effects. Furthermore, the specification relies on the 

robustness of the FEM and does not need to meet the strong assumptions of the REM. 
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CHAPTER-IV 

GCC ECONOMIC AND REGIONAL PROFILE 

4.1 Background 

There have been many economic groupings established in the Middle East in the past four 

decades; however none of these was successful. Among of these grouping is Great Arab 

Free Trade Area (GAFTA), Arab Maghreb Union (AMU) ...etc. All attempts of forming a 

successful regional bloc are futile. The GCC is unique in this respect for its successful quest 

for economic integration. The total land area of the GCC is 2.6 million square kilometers 

with a population of over 38 million, and the member states hold over 35.8 percent of the 

world’s proven oil reserves and 22.5 percent of the world’s proven natural gas reserves in 

2010. Furthermore, the GCC members supply around 21 percent of the world’s oil 

production, and its natural gas production accounts for 9 percent of total world production in 

2010. With a nominal Gross Domestic Product (GDP) exceeding 1084 billion US dollars 

and with a population of a relatively moderate size, nominal GDP per capita ranges from 

around 16,995 US$ in Saudi Arabia to over 76,167 US$ in Qatar averaging around 38,070 

US$ for the GCC. The economies of the GCC are considered open trade regimes that are 

highly integrated into world trade. The intraregional trade share remains small representing 

around 6 percent of total trade. 

The GCC, as a political and economic alliance and trade bloc, was formed in 1981 with an 

agreement signed between the six states of the Gulf (Bahrain, Kuwait, Oman, Qatar, Saudi 

Arabia and United Arab Emirates) in order to strengthen their economic, social and political 

ties by harmonizing regulations in various fields such as economy, finance, trade, customs 

and tourism, fostering scientific and technical cooperation, and encouraging cooperation of 
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their private sectors. This Economic integration in the GCC was comprehensively 

articulated by both the charter of the GCC organization, signed in May 1981, and the 

Unified Economic Agreement, ratified in November 1982, which were the most important 

founding instruments of the GCC. The two documents spelled out the type of integration 

and cooperation desired by GCC founders. Since these documents have been inked, much 

has been written about the regional security arrangements designed by the agreement, while 

less attention has been devoted to important economic concerns. 

The Gulf Cooperation Council formally began with a few years after visit of Sheikh Saad Al 

Sabah, the prince of Kuwait to the six Gulf States who agreed to meet in Abu Dhabi on May 

25, 1981. This event culminated in the signing of an agreement to cooperate in political and 

economic matters to avoid the crisis that afflicted some of their fellow Arab states. The 

creation of the GCC was motivated by political as well as economic factors. Regarding the 

political factors, the Iranian revolution (1979) and the Iran-Iraq war (1980) may be 

considered as the main motivating political factor. The need for diversification and the fear 

of depletion of their oil reserves are perhaps the most overriding economic consideration for 

the move to integrate the economy of the six countries. The weakness of OPEC's position in 

the early 1980s may also be considered as a motivating factor as GCC members wanted to 

restore their international political and economical standpoint (Mofarrej Al-Mofarrej, 1991). 

The Gulf Cooperation Council (GCC) has contained one of the fastest growing economies in 

the world since 2000, following a series of economic reforms in the late 1990s enhancing 

the role of the private sector, encouraging FDI, and laying the ground for competitive 

integration into the globalization process. The GCC not only controls more than 35.8 

percent of the world’s oil wealth, but also emerges as a global hub of finance and 

international open market. The GCC is pursuing a highly open trade policy regime both 
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among the member countries and with the rest of the world. At a time of the turmoil in 

global economies, the key suppliers of the world’s oil and gas, the Gulf Cooperation 

Council (GCC) has attracted increasing attention due to its accumulation of wealth, and the 

vast size of its sovereign wealth funds (SWFs). The ultimate aim of the GCC has been the 

formation of a monetary and economic union. Towards this aim, in December 2000, the 

Supreme Council of the GCC mandated the monetary authorities of the member states to 

draw up a plan to establish a single currency. In 2003, the Customs Union between the GCC 

states has been formally implemented and also the GCC members agreed to peg their 

currencies to the US dollar and to maintain the parity until the establishment of the monetary 

union in 2010. However, despite the formation of the GCC Customs Union and the 

expectations on rising intra-GCC trade, trade among the GCC economies is still limited at 

around 6 percent of total trade. 

 The economies of the GCC are categorized by a low level of diversification and by similar 

production structures. Their economies have been badly hampered by depending on a single 

commodity, oil, and the need for diversification has been recognized since the early 1970s. 

The basic objectives of GCC integration as stated in the fourth article of the GCC Charter 

are: 

1. To effect co-ordination, integration and inter-connection between Member States in 

all fields in order to achieve unity between them. 

2. To deepen and strengthen relations, links and areas of cooperation between their 

peoples in various fields. 

3. To formulate similar regulations in various fields including the following: 

a. Economic and financial affairs 

b. Commerce, customs and communications 
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c.  Education and culture 

d. Social and health affairs 

e.  Information and tourism 

f. Legislative and administrative affairs 

4. To stimulate scientific and technological progress in the fields of industry, mining, 

agriculture, water, and animal resources; to establish scientific research; to establish 

joint ventures and encourage cooperation by the private sector for the good of their 

peoples. 

Gulf Cooperation Council (GCC) countries share a number of specific structural economic 

features, while also displaying some significant differences. Key common features are: a 

high dependency on hydrocarbons as expressed in the share of oil (and gas) revenues in total 

fiscal and export revenues and the share of the hydrocarbon sector in GDP; a young and 

rapidly growing national labour force; and the heavy reliance on expatriate labour in the 

private sector. These features also pose common structural policy challenges to GCC 

economies, notably economic diversification to reduce the dependency on the hydrocarbon 

sector and to develop the private non-oil sector. Both are necessary to create employment 

opportunities for young nationals, given that the Hydrocarbon sector is not labour-intensive 

and further increasing public sector employment is not sustainable. In order to enhance the 

employability of nationals, efforts to reduce the educational mismatch between nationals’ 

qualifications and private sector needs are key challenges for GCC States. GCC member 

states are moving towards economic diversification at a different pace and in different 

directions, with Bahrain and the United Arab Emirates (UAE) being most advanced in the 

process. This is also driven by the fact that hydrocarbon reserves are projected to be 

depleted in some countries (Bahrain and Oman) relatively soon, while they will last in 

others for a considerable period of time. Economic diversification needs to be supported by 
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structural reforms, in particular, privatization and market liberalization, areas in which most 

GCC countries have made significant progress over recent years. 

Figure: 4.1Nominal GDP of GCC in Millions of US dollars (1981-2010) 

 

Source: UNCTADstat 

The nominal GDP of GCC economies has more than doubled since 2001. GCC countries 

have accumulated large fiscal and current account surpluses in recent years. Budget 

surpluses are the result of rising public revenues and have masked fiscal expansion. Public 

expenditure has increased significantly, with a focus on developing the physical and social 

infrastructure required for private sector development. Inflationary pressure has emerged in 

all GCC countries in response to strong domestic demand accompanied by dynamic 

monetary and credit growth.  

4.2 GCC Economic Integration  

4.2.1 Intra regional GCC relation 

GCC group, apart from the political reason, in one way or another is formed to facilitate the 

economic integration among the member states. In the early establishment, back to 1980’s, 

the GCC countries had agreed to establish the GCC’s ‘Unified Economic Agreement’ which 
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was approved by all the GCC supreme council and it had been implemented in January 1982 

until 2001. With regard to the agreement, the GCC Free Trade Area had been implemented 

(GCC, 2003). GCC integration efforts picked up in the early 2000s after a slow start, after 

more than 15 years of implementing the Economic Agreement as the GCC summit at 

Muscat in 2001 has endorsed new Economic Agreement. In 2001, the GCC’s supreme 

council has agreed to adopt a new Economic Agreement in order to sustain their cooperation 

after a few period of stagnation in implementing the old agreement’s objectives specifically 

in 1980’s and 1990’s (Emilie Rutledge, 2006). The member states signed an Economic 

Agreement in 2001, which brought a renewed focus on trade, investment, and other 

economic issues. Regional security threats, the worldwide proliferation of regional trading 

agreements, and the rising forces of globalization have contributed to the momentum behind 

integration efforts in recent years. With the new and revised agreement, GCC’s supreme 

council agreed in implementating of several strategies of integration. These include the 

creation of the customs union, GCC Common Market, Monetary Union, and etc. 

4.2.1.1 GCC Custom Union 

At December 2001 summit, GCC Supreme Council has approved the establishment of GCC 

States’ Custom Union which has officially started since 2003. The GCC Custom Union is 

established purposely to enhance economic cooperation between them and to remove 

restrictions on internal trade and establish common (and low) external tariffs, by reducing 

tariffs and duties as well as removing trade barriers. To realize the implementation of GCC 

custom union, since 2001, all the six Member States had been working hardly towards 

unifying their tariffs structures by adopting across-the-board Common external customs 

tariff (CET) of five percent on all foreign imports. 
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4.2.1.2 GCC Single Market and Monetary Union 

With regard to the new agreement, Gulf Cooperation Council is seen as the fastest growing 

regional economic bloc in the world. GCC has been successfully implementing free trade 

agreement between them as well as creating custom union which are terribly difficult to 

achieve in other economic regions. These achievements have been led by the similarities in 

their factor endowment as well as their political unity which aims at forming a strong and 

viable economic tie in the region (Rahman; Mohd, 2009). The GCC declared common 

market status in 2008 which aims at creating a single environment where citizens of member 

countries enjoy equal rights and privileges, including the rights to move, settle, work, 

receive social protection, retirement, health, education and social services, and engage in 

various economic activities and services. It also calls for unrestricted rights of ownership of 

property and equity, movement of capital, and similar tax treatment. 

GCC monetary union was scheduled to come into force in 2010. The planned establishment 

of the GCC single currency in 2010 has been postponed. Initiated at the GCC Economic 

Summit in 2001, plans for a common currency were put on hold pending further studies and 

harmonization measures. This delay followed the decision of three members (Oman, Kuwait 

and the UAE) to opt out, and, more recently, concerns about other members’ readiness in 

the wake of the financial crisis in Europe and mounting pressures on the euro. In October 

2006 Oman announced that it would not join the union by 2010, and in May 2007 Kuwait 

declared that it was moving from the dollar peg to an undisclosed currency basket, although 

it reaffirmed its commitment to join the union (Khan; Mohsin, 2009). In 2009 the UAE pulls 

out due to the Saudi determination to maintain the Central Bank headquarter in Riyadh. 

Nevertheless, the three remaining member countries have established a GCC Monetary 

Council in Riyadh to continue the technical steps toward establishing a monetary union. It 
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will be beneficial for the GCC countries when the implementation of a single currency in the 

region comes into reality because a single currency in the region is expected to reduce a 

transaction cost for foreign exchange, eliminate exchange rate risk, and promote pricing 

transparency. As a result, the implementation of monetary union would increase business 

competition, thus promoting trade, investment and growth in the GCC countries (World 

Bank, 2010). 

4.2.2 Inter regional GCC relation 

Gulf countries are seen as very attractive economies in the world with the high reserve of 

black gold and highly political interest of the world powers. Therefore, it is agreed that Gulf 

countries are the most interesting region and seen as a valuable economic partner for some 

economic regions as well as other countries in the world. Therefore, there are number of 

economic regions and individual countries that are highly willing to get in touch with Gulf 

countries in particular with the trade activities and oil resources. Until recently, most 

member countries are engaged in external trade negotiations on a unilateral basis through, 

for instance, Free Trade Agreements (FTA) and Trade and Investment Framework 

Agreements (TIFA). In 2005, following the signing of a free trade agreement between the 

United States and Bahrain, GCC member states agreed to coordinate all future external trade 

negotiations through the Secretariat.  

The GCC is currently engaged in free trade negotiations with the United States, European 

Union, Australia, New Zealand, India, Korea, and Japan (World Bank, 2010). Table 4.1 

shows GCC’s economic relations with some regional blocs. 

Further, integration with the Arab World, the GCC states are active members of Pan Arab 

Free Trade Area (PAFTA) which is also called (GAFTA), which was established in 1997 
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under the auspices of the Arab League and went into effect in 2005. The current 

membership of PAFTA includes 18 of 22 Arab countries. The main provisions are the 

progressive removal of tariff and nontariff barriers on intra-PAFTA trade in manufactured 

goods. Signatories of PAFTA have recently launched efforts to extend integration to 

encompass trade and investment in services, and to strengthen efforts to reduce nontariff 

trade restrictions. PAFTA has removed tariffs among its members, and trade has 

consequently increased among GCC members and other members of PAFTA. However, 

nontariff barriers remain pervasive and form major obstacles to greater trade integration 

between the GCC and other members of PAFTA. 

Table: 4.1 Status of GCC Regional Trade Agreements 

Country WTO United states EU Others 

Bahrain 1995 FTA signed in 

2004;became active in 

2006 

EU&GCC signed an 

economic 

 Cooperation agreement 

in 1988; formal 

negotiation on FTA 

began in 1990 and are 

continuing as of mid-

2010 

Qatar, Bahrain, Kuwait and 

UAE have started bilateral 

negotiation with Singapore 

 

Kuwait 1995 TIFA signed in2004  

Oman 2000 FTA signed in 2006 GCC undertook multilateral 

trade negotiation with China, 

Australia, MERCOSUR, 

Japan, Jordan, Turkey, New 

Zealand, and India 

Qatar 1996 TIFA signed in2004; 

negotiation on FTA 

suspended 

 

K.S.A 2005 TIFA signed in2003 All GCC countries are 

members of GAFTA 

U.A.E 1996 TIFA signed 

in2004;negotiation on 

FTA suspended 

 

   Source: World Bank (2010) 

Discussions continue regarding the full entry of Yemen into the GCC. Yemen is already 

enjoying special privileges with the GCC and is a member of some specialized GCC 

councils related to health, labour and social affairs, education, sports, standards, and 
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industrialization. But Yemen is not yet a full member of the GCC, and no clear or formal 

accession plans are in place. The GCC’s cautious approach toward integrating Yemen 

reflects disparities in political and economic backgrounds. Though Yemen shares similar 

cultural and religious systems with the GCC countries, it differs with regard to political 

regime, resource endowments, institutional details, and regulatory environment. Though, 

Yemen has common factors shared with the GCC countries and has been struggling to much 

to get the membership, on May 5, 2011 GCC Secretariat requested Morocco and Jordan, two 

countries who have no boundaries with the GCC, to have a membership in the council. This 

strange approach towards these countries, according to Barbara Slavin (2011), is a pure 

political strategy aims at firstly, bringing Arab monarchies together to face the wave of 

revolutions taking place in the Middle East in order to survive and secondly, confronting the 

Shi’ate expanding through  “Sunni Monarchies Close Ranks”.  

European Union is now negotiating with the GCC to develop free trade agreement which 

called GCC-EU FTA. Their objective was to facilitate and to strengthen market access 

specifically trade relation between two parties. Efforts to integrate with the EU have moved 

slowly that the first major milestone of EU-GCC engagement came under the 1989 

Cooperation Agreement, which set the stage for cooperation in various fields and for 

negotiations on a free trade agreement, which continues to be unrealized. Other causes for 

this slow progress on the EU-GCC free trade agreement is caused by disagreement over 

political reforms and some of the industrial and sectoral policies in the Gulf. Political 

reforms at issue include human rights, foreign labour, and civil society partnerships. From 

the GCC-EU free trade area which is under negotiation, GCC is expected to have a greater 

access for fuel market distribution in the EU and a new market for textiles and light 

machinery. 
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As far as economic and political relations are concerned, GCC and ASEAN regions are 

looking forward to strengthen their relations in various aspects including political and 

economic relations (Yong, 2006). Although, oil and gas are the main sources of imported 

goods from GCC to ASEAN, the ASEAN countries have different interest in the Gulf 

Countries as some of the ASEAN states do not need much imported oil from the region as 

they are the oil producing countries (Malaysia, Brunei, and Indonesia). But other ASEAN 

countries like Singapore, Thailand and Philippines are the major ASEAN countries oil-

importers from Gulf region as they are non-oil producers (Parrenas, 1998). 

In terms of relation to other countries, GCC countries tend to negotiate a free trade 

agreement with United States (US) as an individual entity rather than as a group. Some of 

the countries like Oman and Bahrain have signed free trade agreement with US in 2004 and 

2006 respectively. While, UAE is still negotiating with the US since 2004 and the 

negotiation expiration was due in 2007, till now, no decision is announced. It is widely felt 

that, the GCC countries would sign the trade agreement collectively to get a better deal. 

Similarly, GCC member states show different degree in both inter-regional and intra-

regional economic integration (Dar and Presley, 2001). They found that Bahrain and Oman 

are the well integrated countries among the GCC members. Both nations, empirically, have 

been involving in trade within the other GCC members’ states significantly well and they 

also actively open up new market with the new trading partners from the developing world 

compared to other GCC countries which tend to prefer trading with industrial countries. 

China and India are the two major growing industrial economies that GCC countries are 

looking forward to expand their trade relation with. 

All GCC countries are members of the WTO. Saudi Arabia was the most recent GCC 

member to join the WTO in 2005. Because various GCC members joined the WTO at 
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different times, trade reform commitments vary from one country to another. Saudi Arabia 

and Oman, both large net importers of services, have undertaken the most comprehensive 

commitments under the GATS, covering 37 and 31 (out of 55) sectors, respectively. Bahrain 

is a net service exporter and has undertaken modest commitments under the GATS (World 

Bank, 2010). Some important trading partners of the GCC are not WTO members. These 

include Yemen, Lebanon, and Iran as well as Libya and Algeria.  

4.3 Economic Structure of the GCC Countries  

With the exception of Saudi Arabia, with 2,250,000 sq km accounts for 83 percent of the 

total land area of the GCC, the GCC countries are fairly small. Bahrain is the smallest GCC 

country, controlling only .02 percent of the total land area (Al-Mofarrej, 1991). Kuwait and 

Qatar have roughly the same amount of total land, at 17,820 sq km and 11,000 sq km 

respectively; the UAE has just over twice the land area of both these countries combined, 

with 83,600 sq km, and Oman comes in second after Saudi Arabia, with 309,500 sq km. 

 

              İnsel, Aysu &  Mahmut Tekçe. (2009) 

In terms of population the GCC countries are also fairly similar, with Saudi Arabia having 

the largest population and accounting for 67 percent of the total GCC population of 
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38,966,675 and the other five states accounting for the remaining 33 percent. According to 

CIA World fact book (July 2011 est.), Saudi Arabia has a population of about 26,131,703 

(includes 5,576,076 non-nationals), Bahrain has1,214,705( includes 235,108 non-

nationals),Oman3,027,959( includes 577,293 non-nationals) , Kuwait  2,595,628 (includes 

1,291,354 non-nationals) , Qatar 848,016  , and UAE  5,148,664. Above is the Gulf 

countries’ map located at Arab peninsula. 

     Table: 4.2 GCC Selected Economic Indicators, 2010  

 GDP 

(PPP) 

(billons 

Of US$) 

GDP 

PC 

 (ppp) 

(US$) 

 

 

population 

(millions) 

Proven  

Oil 

Reserves 

(billions) 

Oil  

Production 

(bbl/day) 

(2009est.) 

(millions) 

   Total Non- 

nationals 

  

Bahrain 29.71  26,851.94 1,214,705 

 

235,108 0.1246  0.04856 

Kuwait 136.5 37,848.57 2,595,628 

 

1,291,354 

 

104  

 

2.494  

Oman 75.84 25,438.71 3,027,959 

 

577,293 5.5 

 

816,000 

Qatar 150.6 88,558.83 848,016 

 

    NA 25.41  1.213  

KSA 622 23,825.70 26,131,703 

 

5,576,076 264.6  9.764  

UAE 246.8 

 

48,820.86 5,148,664     NA 97.8  2.798  

GCC 1261.45 

 

41,890.77 38,966,675  497.155,6 16.864,829 

         Sources: The World Fact Book, 2011 &World Economic Outlook2011 IMF. 

Despite significant differences in size, there is an important common social and economic 

features of the GCC countries that includes language, religion, political structure, tradition, 

their fiscal and export revenues highly depend on hydrocarbons (oil and natural gas), and 

their macroeconomic performance is highly correlated to the fluctuations in global oil 

prices. Although the extent of this dependence somewhat varies among them, it is 

nonetheless very significant in all its members. On average, crude oil as a share of total 
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export amounts to approximately 80 percent for the GCC countries, and for countries like 

Saudi Arabia and Kuwait this number is almost 90 percent (Jadresic, 2002). The biggest 

share of the GDP is also captured by the Hydrocarbon sector estimated at about 40 percent 

on average. The combined real GDP for all six member states is estimated at almost US$ 

1401.961 billion in 2011(CIA-World fact Book). The GDP per capita is quite spread 

amongst the six member states with Qatar enjoying the highest at US$ 88,558.83 and Saudi 

Arabia the lowest at US$ 23,825.70 in 2010. 

Most currencies of GCC countries are pegged to the dollar or to a basket including the dollar 

with monetary policy directed at maintaining a stable exchange rate and controlling 

inflation. In most part, inflation rates and government expenditure in all six countries 

fluctuate with oil price in the world market. The unpredictability of crude oil prices has 

made budgetary planning difficult since most government revenues are derived from the 

sale of crude oil in international markets. On average, trade among the GCC member states 

is estimated at 6 percent of their total trade in (2008) and even much less with regards to 

GDP.  The abundance of hydrocarbon resources and the huge revenues derived from them 

are often attributed to policies that have overall failed to promote economic diversification. 

Economic diversification amongst the GCC countries is mostly concentrated in 

petrochemicals, energy-intensive industries and the service sector in some member states. 

The significance of hydrocarbon as a source of revenue for the GCC countries can be 

appreciated by the sheer sizes of their combined reserves. GCC countries are estimated to be 

endowed with about 35.8 percent of proven world oil reserve, with Saudi Arabia alone 

capturing 19 percent of those reserves, estimated at 264.6 billion barrels and Kuwait102 

billion barrels-about 9 percent of world reserves  (CIA-Fact book, 2010). These countries 

also account for almost 22.5 percent of the world’s proven natural gas reserves. In the last 
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few years however, major investments in exploration, production and liquefaction of natural 

gas have been taking place in the region with Qatar leading the way with tens of billions of 

dollars. These investments are already turning the GCC countries into major producers as 

well as exporters of natural gas. 

Another common feature to most GCC countries is the size and structure of their 

populations. Except for Saudi Arabia (with a population of 26.68 million) (IMF 2011), the 

remaining five GCC member states have relatively small populations. While all six member 

states of the GCC rely on a large expatriate labour force, for countries like Kuwait, Qatar, 

and the UAE, the majority of their population is made up of non-citizens. In all six member 

states, the bulk of the indigenous labour force is employed by the public sector and the 

government bureaucracies estimated at 95 percent of the domestic labour force (Abed; 

Erbas; and Guerami, 2003). Additional common features amongst the GCC countries 

include similarities in culture and language. Politically, the six member states of the GCC 

are hereditary monarchies. Some have bicameral chambers whose roles are mostly 

consultative rather than legislative. Kuwait and Bahrain have some viable opposition. Their 

parliaments have some legislative powers although the executive branches in these two 

countries have the larger say on government and state affairs. These countries have also 

judiciary branches that are often the extensions of their respective executive branches. 

There are differences in GDP per capita between GCC member states, but are smaller than 

those that exist in the euro area. GDP per capita growth has been subdued over the past two 

decades, and differences in GDP per capita have somewhat declined over this period. GDP 

per capita rose steeply following the 1973 oil price increase due to the Arab oil embargo 

imposed on the United States and reached a peak in most GCC countries in around 1980, 

after the second oil price hike. It declined in the early 1980s and broadly stagnated or only 
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slightly increased over the following decade in most countries. The most marked 

developments over the past decade have been the significant growth in GDP per capita in 

Qatar due to the development of the gas sector combined with relatively low population 

growth, the decline and recovery in GDP per capita in Kuwait in the early 1990s, and 

Oman’s steady catching-up process. In 2010, GDP per capita ranges from the highest in 

Qatar at US$ 88,588.83 to the lowest in Saudi Arabia at US$ 23,825.70 (World Economic 

Outlook2011 IMF). With exception of Bahrain and Oman, GCC countries experienced a 

considerable increase in the GDP per capita in the early 1980s (referring to the increase in 

oil prices during that period) then a decline in the mid- and late 1980s (referring to the 

decrease of the oil prices during that period). The GDP per capita then picks up in all GCC 

countries in early 2000s, a period when the oil prices recovered and started increasing again. 

Rising oil prices since the late 1990s led to a strong real GDP growth in GCC economies; 

from 2003 to 2008, real GDP increased by 6.8 percent per annum on average (Sturm; Jan; 

Petra and Dominik, 2008). However, although GDP growth stemming from non-oil sources 

has been significant in the recent years, the recent falling trend in the oil prices is projected 

to influence the growth of the GCC states in a negative way. The GCC countries are aware 

of the risks of this high dependency on hydrocarbons and aim to diversify their economies, 

where a significant expectation from the formation of the GCC was to diversify production 

and trade with the help of a common trading area. Bahrain and the UAE have significantly 

advanced in the process of economic diversification; both countries have become important 

financial centers of the region and also started to earn remarkable revenues from tourism. 

On the other hand, Qatar and Kuwait are still highly dependent on oil and gas revenues 

(Sturm, et al., 2008). 

The fact that GDP per capita has stagnated in many GCC countries over an extended period 

shows that real GDP growth was not sufficient to raise per capita income levels in view of 
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the prevailing high population growth. Differences in GDP per capita between GCC 

member states, which were most pronounced  around 1980, when the GDP per capita of the 

poorest member state (Oman) was only about 20 percent of that of the wealthiest in PPP 

terms (Qatar), remain significant. These differences decreased in the first half of the 1980s 

and then remained broadly stable before widening once again as a result of recent dynamic 

development in Qatar. 

4.4 The Role of Oil in GCC Economy  

This region ranks as the largest producer as well as exporter of petroleum and plays a 

leading role in the world in general and OPEC in particular. The GCC countries own 

approximately 35.8 percent of the world’s oil reserves. In addition, Qatar holds 13.5 percent 

of world proven gas reserves. Saudi Arabia accounts for more than half of all GCC oil 

reserves, while resources in the other GCC countries are considerably lower, with Bahrain in 

particular having only very limited natural resources. Although possessing relatively little 

oil, Qatar is home to the third largest natural gas reserves worldwide after Russia and Iran, 

and receives a considerable proportion of its income from gas.  

An examination of reserves reveals large differences in both oil and gas wealth between 

countries. Oil reserves are relatively low in Oman and Bahrain, and considerably higher in 

the other countries. Similarly, gas reserves are relatively small in Oman, Saudi Arabia and 

Bahrain. While these differences between countries are reflected in current production 

levels, resources are especially tight in Oman and Bahrain where, at current production 

levels, oil will run out during the next two decades. By contrast, oil reserves will last more 

than 100 years in Kuwait and the UAE. Gas complements oil both in terms of drilling and 

revenues. With almost 13.5 percent of the world’s natural gas reserves, Qatar’s gas will not 

be exhausted within the next 800 years at current production levels. It is the only country 
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that may be producing gas far into the next century at current output levels at the other 

extreme; Bahrain’s reserves will run out soonest, with an estimated lifetime of less than ten 

years. The pressure to diversify differs between GCC countries in line with the differences 

in energy reserves. GCC governments have started to aim at diversifying into other sectors, 

such as tourism and services. Approaches have varied widely, with the focus ranging from 

tourism to banking and manufacturing.    

                Table: 4.3Oil and Gas Production& Reserves (2010) 

 Bahrain Kuwait Oman Qatar KSA UAE GCC 

Oil Production 1000 barrels 

daily  

 2508 865 1569 10007 2849 17797 

Oil Proved reserves at end 2010 

1000 million barrels 

 101.5 5.5 25.9 264.5 97.8 495.2 

Share Of  world Total  7.3% 0.4% 1.9% 19.1% 7.1% 35.8% 

        

Natural Gas: Production  billion 

cubic meters 

13.1 11.6 27.1 116.7 83.9 51.0 303.4 

Natural gas: Proved reserves 

Trillion cubic meters 

0.2 1.8 0.7 25.3 8.0 6.0 42.1 

share of  world total  0.1% 1.0% 0.4% 13.5% 4.3% 3.2% 22.5% 

Source: BP Statistical Review of World Energy, June 2011. Oil reserves in barrels and gas 

reserves in cubic meters per capita. 

The oil dependency of GCC countries is reflected in the share of oil (and gas) revenues in 

total government revenues, the share of oil (and gas) exports in total exports and the share of 

the oil and gas sector in GDP. On average, oil revenues account for around 80 percent of 

government revenue and for around 70 percent of export revenue in the GCC, while the oil 

share in GDP stands at almost 50 percent (Sturmee et al., 2008). From table (4.4) we can 

make out that the share of oil exports in total exports is significant for all GCC countries 

except Bahrain, and this share is ranging between 96 percent for Kuwait and 64.8 percent 

for UAE in 2008. The hydrocarbon dependency appears to be highest in Kuwait and Saudi 

Arabia, and lower in the UAE and Bahrain, pointing to more diversified economies in the 
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latter two countries. The large contribution of oil to GCC countries’ government revenues, 

exports and GDP implies that oil price developments have been key determinants for the 

development of budget and current account balances and for nominal GDP over the past 

decades. The oil sector is almost completely nationalized in most GCC countries with regard 

to upstream activities (crude oil production), while there is more private foreign 

involvement in downstream activities (such as refining). 

Table: 4.4 Fuel Exports as % of merchandise exports (2008-2009) 

 2008 2009 

Bahrain NA NA 

Kuwait 96.50 93.21 

Oman 86.39 79.04 

Qatar 93.78 NA 

Saudi Arabia 91.19 87.58 

United Arab Emirates 64.81 NA 

 Source: World Development Indictors (WB) 

The recession caused demand for energy to shrink in late 2008, with oil prices falling from 

the July 2008 high of $147 to a December 2008 low of $32. Oil prices stabilized by October 

2009 and established a trading range between $60 and $80. 

4.5 Characteristics of the GCC Labour Market 

The GCC economic revival has stimulated and increased the demand for migrant labour, 

which in turn is reflected in the high growth rates in population and labour force. The 

employment of large numbers of foreigners has been a structural imperative in these 

countries, as the oil-related development depends upon the importation of foreign 

technologies and requires knowledge and skills alien to the local Arab population. In 

consequence, the percentage of foreigners in the GCC populations has systematically been 

growing over the last decades to reach 37.1 percent of the total population in 2004 
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(Kapiszewski, 2006). Dito Mohammed (2008) refers to two important factors that shape the 

current landscape of labour migration in GCC: “the first factor is related to the huge demand 

for labour by large infrastructure projects and private sector labour requirements. The 

second is position adopted by the GCC relating to “integration” of migrant workers”.  

Prior to the development of the oil sector as the primary source of income for the GCC 

countries, there were relatively few foreigners in the agrarian and nomadic populations of 

the region. By the early 1970s – before the oil boom – the total number of foreigners in the 

GCC was estimated at 800,000 to 1.25 million (Winckler, 2009). Subsequent to the oil 

shocks of 1973–74 and the accompanying oil boom, labour immigration increased such that 

by 1975 the region’s foreign population had climbed to 2.76 million (of which 1.4m were 

workers) – more than doubling in just a few years (Winckler, 2009). Therefore, oil is a two-

fold playing factor in attraction of foreign labour. For instance, the 1970s increase in oil 

prices bolstered the Gulf Cooperation Countries Council (GCC) economies towards 

dependency on foreign labour (Suliman and Mahmoud, 2008). Similarly, declining oil price 

can result in reduction of labour demand as the latter half of the 1980s shows when large 

numbers of nationals started to appear on the labour market in some GCC countries – most 

notably, in Saudi Arabia – resulting in a decline in the ratio of immigrant to native 

workforce for Saudi Arabia, from 65 percent of the workforce down to 50 percent in 2008 

(Suliman and Mahmoud, 2008).  

In terms of the labour force structure, the GCC economies rely heavily on an expatriate 

workforce both in terms of skilled and non-skilled labour. As a result, in a number of these 

countries, the expatriate labour force far outnumbers the nationals. The extent of expatriate 

workforce in this region is manifested by the fact that the share of nationals in the total 

population is only 65 percent (Sturm and Siegfried, 2005). Table (4.5) shows that the 
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number of expatriates surpasses the number of the national population in UAE, Qatar and 

Kuwait constituting 79 percent, 77 percent and 67 percent respectively which represents a 

dilemma for these countries regarding maintaining their native identity. In terms of labour 

force, in all the GCC member states, the expatriate labour surpasses the national labour with 

a percentage ranging between 92 percent in UAE and 51 percent in Saudi Arabia. Asians 

represent the bulk of this labour force constituting 72 percent, Arabs constitute 22 percent 

and others account for 6 percent.  

Table: 4.5 Native and foreign components of GCC labour Forces in 2007 (in millions) 

 UAE Bahrain* KSA Oman* Qatar Kuwait Total 

Total Population 4.453 1.123 23.98 2.867 1.226 3.228 36.878 

Nationals % 21 62 73 69 23 33 61 

Non-Nationals % 79 38 27 31 77 67 39 

Tot. Labour Force 3.397 0.578 8.229 1.085 0.827 2.024 16.142 

Nationals  % 8 24 49 25 38 18 33 

Non-Nationals % 92 76 51 75 62 82 67 

Source: Constructed and Translated from Arab Labour Organization,*data for 2008 

Another feature of the GCC labour market is that the private sector relies heavily on 

expatriate work force while the public sector mostly employs nationals. It is estimated that 

about 90 percent of the national labour force in GCC is employed in the public sector 

(Jadresic, 2002). Generally, this heavy reliance of private sector on foreign force is 

attributed to the educational mismatch of the native population of the GCC. Therefore, the 

availability of cheap technical skills has prevented GCC nationals from working in most 

industries that require higher education, especially technical skills which does also appear in 

the nationals’ reluctance to accept lower paid jobs compared to foreigners. Still, nationals of 

GCC countries provide the bulk of the labour force employed in the public sector, which 

tends to exhibit much rigidity, while expatriates are employed mainly in the private sector, 

which is highly flexible. Expatriate employment is found in the whole spectrum of 
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professional skills, ranging from high skill jobs – often filled by staff from Western 

countries – to low skill jobs which are filled, in particular, by workers from Asia and non-

GCC Arab countries. Thus, GCC countries have access to labour at internationally 

competitive prices and the large share of expatriate workers implies a significant overall 

flexibility of labour markets, as the number of workers can be flexibly adjusted in response 

to economic developments.  

The GCC countries, as a labour-host bloc, oil-rich, share a number of similarities pertaining 

to labour market. Similarly, differences do also exist, but more or less the following are 

common to all six countries: 

 Small participation and employment rate of the nationals. 

 Clear segmented and hybrid labour market- indicated by divisions such as 

national/foreigners and public/private. 

 Increase in unemployment rate among the nationals especially young and women. 

 Full dependence on the system of Kafalah (Sponsorship), applied on foreign labour. 

 Male foreign labour market enjoy more choices in variety of works such as 

constructions and offices while female employment is restricted to in services, 

notably housekeeping. 

4.6 Trends in GCC FDI 

Like other emerging and developing countries, GCC states perceive FDI as a key source of 

economic development and a means for diversifying their income sources in the long run 

through developing the non-oil industries and increasing their share in economic activity. 

Therefore, attracting foreign direct investment can be beneficial in this regard. In addition to 

increasing the non-oil industries capital stock, FDI can enhance their access to technology, 
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adoption of innovation in the production process, and productivity (Blomstrom & Kokko, 

1998). FDI can also play a crucial role in the development of marketing, transport, and 

communication networks. Hence, GCC countries have recognized the importance of 

attracting FDI and tried to adopt new measures aiming at attracting foreign capital and 

encouraging foreign investment.  

The GCC countries have also significantly improved their FDI rankings in the pre crisis 

period, with Qatar, Bahrain and UAE classified as economies with high inward FDI 

potential and performance. Inward FDI flows into the GCC account for 5 percent of GDP 

and 20.5 percent of gross investment in 2010, greater than the world average of 1.8 percent 

and 8.4 percent respectively. Saudi Arabia is the dominant GCC country in Project 

Investment, accounting for 37 percent of the GCC projects in value terms, followed by UAE 

29 percent and Qatar 13 percent of project investment in the region. Construction accounts 

for 35 percent of GCC projects in January 2011. (Qatar Financial Center Authority, 2011). 

Table: 4.6 GCC FDI Inflows by country ($US Billions) 2006-2010 

YEAR 2006 2007 2008 2009 2010 

         

Bahrain 2.91 1.76 1.79 0.26 0.16 

Kuwait 0.12 0.11 -0.01 1.11 0.08 

Oman 1.59 3.43 2.53 1.47 2.05 

Qatar 3.5 4.7 3.78 8.12 5.53 

KSA 17.14 22.82 38.15 32.1 28.11 

UAE 12.81 14.19 13.72 4 3.95 

GCC 38.07 47.01 59.97 47.07 39.87 

  Source: constructed from UNCTADstat 

As the full effects of the global financial crisis reverberated in the region, foreign direct 

investment flows to GCC in 2010 continued to be affected by the global economic crisis 

despite the steady economic recovery registered in 2010 in most of the economies of the 

region. Long-term prospects for outward investments are nevertheless positive on the whole, 
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as oil prices prospects suggest that funds available for investment abroad will continue to 

rise. Foreign direct investment inflows into the GCC markets witnessed a significant 

slowdown in 2009, following 9 consecutive years of growth, aggregate foreign direct 

investment inflows into the GCC region declined by 15 percent to USD 47.1billion in 2009, 

from a high of USD 59.97 billion in 2008. With the worldwide financial crisis causing 

global investment flows to plummet, the GCC witnessed a less dramatic fall in FDI than 

other developing markets a reflection of the region’s emergence over the last decade as a 

destination for investment. While Kuwait was the only GCC country apart from Qatar to 

witness FDI growth in 2009, it continued to lag significantly behind the rest of the GCC 

countries in attracting foreign investment. The UAE, historically the region’s second largest 

recipient of FDI behind Saudi Arabia, experienced the largest decline in FDI by 70 percent, 

as the Dubai World debt crisis adversely affected investments in the Emirate.  

Bucking the negative trend in 2009 were Qatar and Kuwait, which were among the few 

countries in the GCC to register FDI increases during 2009. Qatar, with USD 8.12 billion in 

FDI received, and Kuwait, with a mere USD 1.11 billion received, saw growth of 112 

percent and 145 percent respectively (EIU). Qatar’s liquefied natural gas (LNG) project and 

associated industrial plans were a significant beneficiary of investment flows. It should be 

noted,   however, that Kuwait’s positive FDI performance in 2009 was from a very low 

base; the state continued to lag significantly behind the rest of the GCC as the least 

attractive destination for FDI in the region. Bureaucracy, stringent regulations, limited 

foreign ownership, and inflexible labour laws, are frequently cited as the major obstacles. 

Despite the fact that the GCC members’ economies show a well-noted recovery in 2010, 

FDI flows to the member states remains to be affected by the global economic crisis. The 

fall in FDI inflows in 2010 varied by country, in 2010 foreign direct investments into the 
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GCC dropped 15 percent to $ 39.9 billion from $ 47.1 billion in the previous year, but the 

UAE maintained its level of inflow at $ 4 billion, according to a UN report. Despite a drop 

of 12 percent, The Kingdom was also the largest FDI recipient in the Gulf Cooperation 

Council (GCC), with over 70 percent of all FDI. In addition, Saudi Arabia ranked among the 

top 20 destinations for FDI globally. The U.S. and China were the top two FDI recipients in 

2010, respectively.  Saudi Arabia received the most FDI inflows in the Gulf region in 2010 

at $ 28 billion followed by Qatar ($ 5.5 billion) and the UAE ($ 4 billion), the ‘World 

Investment Report 2011’ by United Nations Conference on Trade and Development 

(UNCTAD) said.  

Table: 4.7 GCC FDI outflows by country ($US Billions) 2006-2010 

Year      2006      2007     2008      2009       2010 

Economy      

Bahrain        0.98         1.67         1.62      -1.79        0.33  

Kuwait        8.21         9.78         9.09         8.64         2.07  

Oman        0.26         0.07         0.48         0.07         0.32  

Qatar        0.13         5.16         6.03        11.58         1.86  

KSA       - 0.04       - 0.13        3.50         2.18         3.91  

UAE       10.89        14.57        15.82         2.72         2.02  

GCC       20.43         31.12         36.54         23.39         10.51  

Source: constructed from UNCTADstat   

Over the last decade, GCC economies flush with oil proceeds and harboring aspirations to 

secure non-commodity- based income, have acted as net creditors to the developed world. 

As the financial crisis took its toll, FDI outflows from the GCC decreased by 35.4 percent in 

2009, from USD 36.5 billion to USD 23.4 billion in 2008. Kuwait, with USD 8.6 billion in 

FDI outflows was the GCC and MENA region’s largest outward investor in 2009 with USD 

8.6 billion. As a consequence of the Dubai debt crisis, the UAE lost its position as the 

region’s largest investor. While the GCC countries are not expected to drastically curtail 
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their historical bias of spreading their risk away from their local economies to mature and 

emerging markets through their sovereign wealth fund vehicles, the global financial crisis 

and its effects on capital markets in western economies in particular, has remodeled the 

investment landscape. GCC investors are expected to seek out more balanced portfolios, 

both in geography and in asset allocation. 

Table: 4.8 FDI Inflows as Percentage of Gross Fixed Capital Formation2001-2010 

Region / economy 2001-
2005 

2006 2007 2008 2009 2010 

Bahrain   22.8   71.2   36.0   24.7   5.0   2.4 

Kuwait -  0.4   0.7   0.5 -  0.0   7.3   0.7 

Oman   5.4   17.8   26.8   14.1   10.0   13.2 

Qatar   11.4   18.4   16.1   8.7   18.1   10.9 

KSA   6.5   27.5   29.0   40.9   35.0   25.4 

UAE   23.4   38.9   21.0   16.8   4.6   4.9 

GCC   11.5   29.1   21.5   17.5   13.3   9.6 

       

World   9.1   13.2   15.6   12.5   9.5   9.1 

Developed 
economies 

  8.2   13.2   16.0   11.3   8.5   8.4 

Developing 
economies 

  11.6   12.9   14.0   13.4   10.2   9.6 

Source:  UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics). 

Table: 4.9 FDI inward stocks as a percentage of GDP 2001-2010 

Region / economy 2001-
2005 

2006 2007 2008 2009 2010 

Bahrain   68.8   70.6   70.1   66.5   77.6   66.9 

Kuwait   0.9   0.8   0.8   0.6   5.8   5.0 

Oman   11.4   15.5   21.8   19.4   24.5   23.8 

Qatar   14.7   17.6   19.0   16.0   26.3   24.3 

KSA   9.3   14.2   19.1   23.2   38.5   39.2 

UAE   9.9   23.0   26.4   26.8   29.0   27.4 

GCC   19.2   23.6   26.2   25.4   33.6   31.1 

       

World   24.4   27.9   32.0   25.0   30.9   30.3 

Developed economies   24.1   28.4   32.6   25.6   31.3   30.8 

Developing 
economies 

  25.3   26.5   29.8   24.6   29.7   29.1 

Source:  UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics). 
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The  recent  profile  of  the  FDI  flow  into  GCC countries is  summarized  in tables (4.8) 

and (4.9) which show that FDI flow has been an important form of investment in most 

of GCC countries. As a percentage of gross capital formation, FDI flow has for more than 

the world average in most of the six GCC countries in most of the years presented. On 

the other hand, FDI stock has accounted for an important share  compared to the value 

of GDP in these countries, and that was apparent in the case of Bahrain,  in which FDI 

stock  reached  more  than  78 percent  and  67 percent,  in  2009 and  2010  of  the  level  of  

GDP respectively.  

From an international perspective, FDI inflows into the GCC in 2009 and 2010 accounting 

for 3.97 percent & 3.2 percent of total world inflows respectively, and for EU accounting for 

29.2 percent & 24.5 percent of the total world respectively (Unctadstat), however, FDI 

inflows into the GCC remain modest. This small share suggests that the GCC still has a 

way to go in improving its relative attractiveness compared to other emerging markets. 

For example, a relatively small country like Hong Kong, with a gross domestic product  

$325.8 billion(PPP) equivalent to 26 percent of the total GDP all GCC countries  combined, 

attracted $1.098 trillion in FDI in 2010, and  the GCC attracted $ 0.315 trillion, that is  only 

29 percent of  Hong Kong level. 

Using the Inward FDI Performance Index proposed by UNCTAD, that covers 141 

economies and, which measures the amount of inward FDI that a country receives relative to 

its economic size (GDP), (It is calculated as the ratio of a country/region’s share in global 

FDI inflows to its share in global GDP. A value greater than 1 indicates that the country/ 

region receive more FDI than its relative economic size, a value below 1 that it receives 

less). From table (4.10) in 2010, some of the six GCC countries like Saudi Arabia, Oman 

and Qatar have received a share of the global FDI flows that surpass their global relative 
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economy size. In addition, Saudi Arabia is one of the top 20 largest FDI recipients in the 

world in 2010 according to World Investment Report 2011. Table (4.10) shows that the 

United Arab Emirates’ Inward FDI has been the most affected by the Global crisis among 

other GCC states because Dubai’s economy underwent a drastic fall. Similarly, Bahrain, 

being one of the most open economies in the GCC, its FDI inward has been affected badly. 

The effect of the Crisis is clear that Bahrain’s and Emirates’ ranks have shifted from 10, 33 

in 2006 to 121, 103 in 2010 respectively. 

Table: 4.10 GCC Countries’ Rank According to the Inward of FDI Performance Index 

1990-2010 

Economy 1990 1995 2000 2005 2006 2007 2008 2009 2010 

          

Bahrain   116   9   49   20   10   23   30   103   121 

Kuwait   101   127   133   131   134   138   137   113   135 

Oman   45   112   123   43   64   35   68   68   54 

Qatar   97   74   97   35   47   56   79   21   43 

Saudi Arabia   83   108   131   56   58   54   31   19   29 

United Arab Emirates   110   76   137   19   33   49   54   92   103 

GCC   92   84  112   51   58   59   67   69   81 

Source: UNCTAD, based on data from FDI/TNC database, (www/unctad.org/fdistatistics) 

 

The index for GCC countries as a group is above unity (the point where the country’s share 

in global FDI flows and the country’s share in global GDP are equal).  Though, FDI has 

been strongly present in some of the economies of the GCC countries, yet this FDI is 

considered to be small compared to their economic size because there are non-GCC 

countries with smaller economies but have higher FDI inflows than the GCC. Therefore, the 

economic growth of the GCC countries may further benefit from FDI inflows to the 

economies of this bloc of countries by adopting policies that attract FDI flows into their 

economies. 
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Contrasted to other developing countries, GCC countries have abundant financial recourses 

and domestic investment that could finance their development. GCC countries should then 

be decisive in attracting FDI through a series of polices. Among these policies is 

establishing a strong relationship between local businesses and foreign ones because “FDI 

externalities may have trivial effects if the links with local business were weak” argue Iriani 

and Shamsi (2007). Therefore, certain policies should be adopted to strengthen the 

relationship between FDI and domestic investments and such relationship has to be 

complementary rather than competitive. This is because the influx of FDI has great potential 

to yield higher growth through higher efficiency in physical and human capital and through 

positive externalities such as facilitating transition and diffusing technology as well as 

introduction of alternative management practices, organizational arrangement, and improved 

entrepreneurial skills. It is also important to adopt policy measures to deepen the domestic 

capital markets by increasing savings and developing a strong domestic institutional investor 

base and strengthening the prudential supervision of financial markets. 

4.7 GCC Trade Profile 

4.7.1 Intra-trade 

Promoting intra-GCC trade among the member states was the first priority of the Gulf 

Cooperation Council to strengthen local economies and to facilitate economic integration. 

The first effort to liberalize trade among GCC member states was through the unified 

economic agreement in 1983. This agreement suggests abolishing all custom duties on 

animals, agricultural products, natural resources, and manufactured goods when trading 

within the GCC states. The intention of this policy was to encourage trade between member 

countries, leading to intra-regional integration in which each country could pursue a more 

economic diversification. Certain factors have hindered the growth of intra-regional trade 
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and the development of regional self-sufficiency, such as a heavy reliance on foreign 

products. For the most part, trade between the GCC countries is of low volume. Intra GCC 

trade as a share of total GCC trade is given in the following table. In 1985, exports to other 

GCC countries averaged only 6.5 percent of the total exports of each GCC country. By the 

end of 1993, the percentage was only 6.4 percent; and by 2001 it declined to 5.3 percent and 

further dropped to 4.5 in 2008. Similarly, the average share of GCC imports was 7.6 percent 

of total imports in 1985, increasing to 7.8 percent in 1993, then to 8.9 percent in 2001, but 

dropped to7.1 percent in 2008. 

Table: 4.11 Intra-GCC Trade as a share of Total Trade (%) 

Source: Calculated from UNCTAD 1980-2008. (Total in Millions of U.S. $) 

In addition to the heavy reliance on foreign products, certainly there are several causes for 

this slow growth in intra regional trade. Among these causes is the limited scope of trade. 

The re-export of commodities imported from outside the GCC is the foundation of intra-

Exports Imports Total Intra-GCCTrade

Year Total Intra-gcc

(%)

Rest of

the

world(%)

Total Intra-gcc

(%)

Rest of

the

world(%)

Total Intra-

gcc(%)

Rest of

the

world(%)

1980-85 101242.4 5.44 95.76 56571.52 6.45 93.56 166957 4.81 95.19

1986-90 61742.97 8.03 91.04 42224.68 7.68 92.32 103967.7 8.40 91.60

1991-95 88250.49 5.97 93.58 63133.87 7.68 92.32 151384.3 6.94 93.06

1996-00 121966.5 6.25 93.50 75184.32 8.72 91.28 197150.8 7.29 92.71

2001-05 215677.9 4.20        94.94 124108.3 8.14 91.86 339786.2 6.17 93.83 

2006 412951.9 4.13 95.47 233905.3 7.66 92.34 646857.2 5.66 94.34 

2007 453276 3.42 95.13 305522.8 6.92 93.08 758798.8 5.69 94.31 

2008 645681.8 4.47 95.53 388923.6 7.12 92.88 1034605 5.47 94.53 
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GCC trade. Though the GCC economies have been diversified, trade remains a serious 

dilemma in establishing the GCC as a powerful trade bloc. By looking at the amount of 

trade between GCC countries, Looney (1994) analyzed the intra trade between these 

countries. In his study, he discusses the positive factors that encourage the growth of intra-

GCC trade and negative factors that prevent such growth. He counts the positive factors as 

follows: 

1. Geographical proximity, and thus reduced transport costs. 

2. High per capita income and thus high demand for imports. 

3.  Absence of exchange controls in most states in the region. 

4.  Absence of customs barriers or quotas in most states. 

5.  A high tendency to import.  

Looney continues his analysis by listing the negative factors that discourage the growth of 

trade among member GCC countries as follows: 

1.  Similarity of industrial output in each states and lack of coordination. 

2.  Development of identical industrial plants in neighboring states (petrochemicals, 

fertilizers, steel) has led to increased regional competition. 

3.  With each state at similar stage in its development and with similar industrialization 

strategies, there has been a huge demand for capital goods, which are not 

manufactured in the region. 

4.  The Gulf market is wide open to the international market. 

5.  High demand for same manufactured products leaving no surplus for export. 

6.  Absence of export promotion system. 

7.  Lack of information on export opportunities in neighboring states. 
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8.  Minimal import duties on foreign goods from outside the regime leading imports to 

continue importing with higher profit margins than trading in regional goods. 

9.  The dumping policy practiced by some foreign companies. 

10. The high cost of production in the Gulf States. 

At the conclusion of his analysis, Looney presents several solutions to the problem of low 

intra region trade. While he prefaces this discussion by admitting that the only real way to 

increase intra Gulf state trade is to develop long term coordination in industrial 

development, he encourages adoption of his proposed measures as a way to achieve good 

results within short term. His proposed measures include: 

1. Abolition of import duties for products originating in other Gulf States, removing all 

obstacles to the free flow of goods between states in the region. The six states of the 

GCC agreed to such measures under the terms of the GCC unified Economic 

Agreement signed in 1981. 

2. Action against unfair competition from foreign imports by the imposition of 

productive tariffs to raise the price of imports at least equal to the price of locally 

manufactured goods, especially, if the goods are of equal quality and standards. The 

GCC decision to impose minimum duties on foreign imports of 4 percent and a 

maximum of 40 percent from September 1983 was not adequate to meet the problem 

which exists. 

3.  Preferential purchasing of national products by government departments, especially 

where the local products are of similar specifications and quality to the imported 

alternative. Under this point comes the question of price differentials and of import 

license quotas to force importers toward commodities manufactured within the 

region.  
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Between 1990 and 1991, bilateral trades among GCC countries might have been distorted 

by the effects of the first Gulf War that started in August of 1990; most specifically trade 

patterns between Kuwait and the rest of the member countries. Overall, this anomaly had a 

miniscule effect on the 28 year data amongst the six countries. 

According to the IMF’s direction of trade statistics, trade flows among GCC countries rose 

from USD 8 billion in 1980, which represented 3.77 percent of their total trade flows with 

the rest of the world, to $US 67 billion in 2008, a share of 6 percent in their total trade with 

the rest of the world. This suggests that the intra-regional trade, though has some tendency 

for trade creation, is experiencing a slow process of trade integration. However, the rise in 

the monetary value of intraregional trade cannot be entirely attributed to the trade 

integration of the GCC region since the share of intraregional trade to overall total GCC 

trade stayed below 6 percent in 2008. There are many factors affecting the growth of trade 

of any country, among those is its overall economic growth. So as the GCC economies grew 

over the years, their trade with others grew as well. GCC total exports increased from below 

8 billion US dollars in 1980 to more than 67 billion dollars in 2008. This big growth of total 

exports was not a steady growth due to the fluctuation of oil prices which can cause wide 

fluctuations in these nations’ balance of trade. However, the fluctuation of oil prices tends to 

have less effect on the intra-GCC trade due to the fact that intraregional trade, with the 

exception of Saudi Arabia which exports crude oil to Bahrain, does not include oil. 

Although the GCC is pursuing a highly open trade policy regime among the member 

countries, (and with the world) the bilateral trade flows between its members remain very 

small. 

It is crucial here to note that although the overall intra-region trade is small, some members 

have important bilateral trade patterns with other GCC countries. For instance, in 2008, 
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Bahrain and Oman trade flows with GCC countries account for 18 percent and 20 percent of 

their total foreign trade, respectively. Table (4.12) gives the share of intra-region trade in 

total foreign trade for each GCC member. As can be seen, the degree of trade integration 

varies from one country to another. The high ratios observed for Bahrain and Oman reflect 

in part the nature of their factor endowment, being less oil-exporting members. The small 

ratios observed for the other members reflect the heavy reliance of these countries on 

imported consumer and capital goods from outside the region due to the limited availability 

of domestic and regional substitutes. Bahrain has been a recipient of significant amount of 

crude oil over the years, from Saudi Arabia at a much lower price than those prevailing in 

the world market in the form of economic assistance. Bahrain in turn refines the crude oil 

received from Saudi Arabia adding much value to the final products. Some of the refined 

products are consumed domestically while the larger part is exported in the form of 

petrochemicals. Bahrain is indeed dependent on this grant that comes in the form of crude 

oil from Saudi Arabia and a large share of its exports consists of petroleum products made 

from refining the imported crude. The largest share of imports from the other GCC countries 

to Bahrain comes from Saudi Arabia while the largest share of exports from Saudi Arabia to 

other GCC members flows to Bahrain. 

Another factor that might be contributing to the small degree of trade integration among the 

GCC countries is that individual economies in the region remain heavily dependent on oil 

industry. In fact, on average, oil represents more than 80 percent of export receipts (and 

budget revenue). Even the attempts to diversify the economy in all GCC countries led to a 

non-oil sectors whose development depend to a large extend on the performance of the oil 

sector. Moreover, broadly speaking, GCC countries have the same production structure with 

a dominant oil-sector. 
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Table: 4.12 Share of GCC Countries’ Intra-trade Flows in Total Foreign Trade 

Year  

 

Bahrain  Kuwait  Oman  Qatar  K.S.A U.A.E  

1980 41% 4% 10% 3% 2% 3% 

1985 37% 3% 45% 3% 4% 5% 

1990 29% 4%* 41% 6% 5% 4% 

1995 26% 5% 19% 7% 6% 5% 

2000 15% 5% 17% 8% 4% 4% 

2005 16% 4% 17% 8% 4% 5% 

2008 18% 4% 20% 7% 4% 6% 

Source: calculation based on the IMF‟s direction of trade statistics * This value is for 1989 

(this is because the Data for 1990 is not available) 

The similarities in terms of resources endowments and production structures resulted in a 

narrow export base and hence, limited trade based on product differentiation. Accordingly, 

from a comparative advantage perspective, mutual benefits are limited and the intra-regional 

trade is expected to be small. Export diversification index shows the structure of trade of a 

country and useful in analyzing pattern of trade, computed by measuring absolute deviation 

of a country share from world structure. The Export Diversification Index for the GCC 

countries for selected years, presented in Table (4.13), confirms this observation.  

Table: 4.13 Exports Diversification Index for GCC Countries 

Year Bahrain Kuwait           Oman           Qatar           K.S.A        U.A.E Average 

 

1995        0.76         0.84         0.76         0.83         0.84         0.69         0.79  

2000        0.80         0.85         0.79         0.84         0.84         0.69        0.80  

2005        0.76         0.81         0.77         0.79         0.81         0.60         0.76  

2009        0.70         0.81         0.72         0.80         0.79         0.54         0.73  

 Source: UNCTADstat  
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Diversification index ranges from zero to one exposes the extent of the differences between 

the structure of trade of GCC and the world average. The index value closer to one indicates 

a bigger difference from the world average. That means value of the index closer to one 

means small exports diversification and a value of the index closer to zero means more 

exports diversification. Accordingly, all GCC countries have limited export diversification. 

Despite the signing of a free trade area, inter-GCC trade remains weak. The share of intra-

GCC commodity exports/imports in the total exports/imports of each country remains very 

limited. The stagnation of these shares rather than their weaknesses is more alarming. The 

limited diversification of GCC exports offers very limited possibilities of expanding inter-

industry trade. In addition, and as argued by Peterson (1988), the existence of similar second 

industries in the different GCC countries “could generate long-term detrimental structural 

overlap” that would stifle efforts to develop regional trade. 

4.7.2 Pattern of Inter Trade of the GCC countries 

The GCC contribution in the global and the regional trade is expanding significantly. The 

international economic outreach of the GCC is considerably wider than that of most other 

Middle Eastern countries. The main export good of the GCC is oil, where it constituted 

about 83 percent of the member states’ total exports over the period 2003-2007 (IMF, 2007). 

In addition, the GCC emerges as a global hub of finance, where the trade of the GCC in 

goods other than hydrocarbons rose sharply after 2003. As oil revenues increased, GCC 

countries’ trade in goods more than doubled between 2003 and 2006. During the same 

period, GCC countries’ share in world trade rose from 1.9 percent to 2.7 percent (IMF, 

DOTS database). 
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This high level of trade interaction meets a low partnership in intraregional trade among the 

GCC member states whose total trade is limited at around 6 percent of total imports and 

exports. This is significantly lower than in other regional trading blocs, such as the EU or 

NAFTA. The low degree of regional trade integration is mainly on account of the 

dominance of hydrocarbons in GCC countries’ external trade. Taking into account non-oil 

trade only, the share of intra-GCC trade rises to one-third (Jadresic, 2002) and can be 

expected to increase in line with economic diversification and regional integration in the 

GCC. Total exports in goods were USD 86 billion in 1990, reached USD 110 billion at the 

end of the 1990s, then grew to USD 422 billion in 2006, and grew to 645 billion in 2008. 

Imports, on the other hand, were USD 48 billion in 1990, reached USD 82 billion at the end 

of the 1990s, USD 238 billion in 2006 and to USD 389 billion in 2008. A bulk percentage of 

the GCC countries’ total exports were crude oil, natural gas, petroleum products where on 

the imports side, GCC countries mainly imported machinery and mechanical appliances, 

vehicles and parts as well as electrical machinery and equipment. 

Though distance has a crucial role on trade, the GCC member states do not get the benefit of 

the positive role of proximate geography. The GCC countries tend to trade more with far 

partners. This is explained by the fact that the GCC is surrounded by either relatively low 

income countries or countries that have oil reserves and do not import oil or gas from the 

GCC countries. The GCC countries mainly exports commodities to relatively wealthy 

countries like Japan, South Korea, and the US, where the distance and the transportation 

costs do not really matter. On the intraregional trade side, import appears important for 

Bahrain and Oman, who receive a considerable percentage of their imports from the other 

Gulf States (Oman imports machinery mainly from the UAE, while Bahrain imports 

predominantly oil and fuel products from Saudi Arabia).  
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From a global view, the GCC has a relatively small but increasing share in world trade as 

seen in Table (4.14) the share of the region in the world exports has approached to 4percent 

recently, where it was around 2 percent in the late 1990s. The share of imports has also 

increased in recent years. 

   Table 4.14 Share of the GCC Merchandise Trade in the World Trade (%) 

  1985 1990 1995 2000 2001 2002 2003 

Imports  2.14  1.32  1.30  1.28  1.48  1.56  1.58  

Exports  3.20   2.52  2.04  2.72   2.58  2.58   2.81  

Total   5.34  3.84    3.34   4.00    4.06  4.14   4.38  

                

  2004 2005 2006 2007 2008 2009 2010 

Imports 1.69  1.74  1.81  2.02  2.33  2.41  2.23  

Exports 3.10    3.78  3.96  3.95  4.65   3.99   4.41  

Total 4.79  5.53  5.77   5.97  6.98  6.40  6.64  

 Source: calculated from UNCTADstat 

 
The degree of openness of an economy is traditionally measured by total trade as percent of 

the GDP. The GCC countries are also characterized with their highly open trade regimes and 

their dependence on exports and imports. The share of merchandise trade in the GDP of the 

GCC countries is around 100 percent, except for Kuwait and Saudi Arabia. These shares are 

impressive and among the highest worldwide, as the share of merchandise trade in the GDP 

is 45 percent in the OECD countries, 67 % percent in the Euro area, and 60 percent in the 

whole Middle East and North Africa (MENA) region. 

As shown in Table (4.15), Bahrain and the UAE have the most open economies among the 

GCC countries and their economies are highly dependent both on exports and imports and 

they export about the same value of their GDPs. The country with the least open trade 

regime in the GCC in (2008) is Kuwait & Qatar, with an export share in GDP at 59 percent 
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& 51.12 percent respectively and an import share in GDP at only 16.8 percent & 25.20 

percent respectively. 

Table: 4.15 Exports, Imports and total Trade of the GCC countries (% of GDP) 

 year 1986-
90 

1991-
95 

1996-
00 

2001-
05 

2006 2007 2008 2009 

 

Bahrain 

  

 

Exports 
         
74.20  

         
71.19  

         
68.51  

         
69.99  

         
76.95  

        
73.80  

        
79.06  

        
57.65  

 

Imports 
         
79.54  

         
76.78  

         
61.02  

         
61.38  

         
66.32  

        
62.19  

        
49.31  

        
35.45  

 

Total  
       
153.75  

       
147.96  

       
129.53  

       
131.37  

       
143.27  

     
135.99  

     
128.37  

        
93.10  

 

Kuwait 

  

 

Exports 
         
40.12  

         
35.62  

         
44.58  

         
46.71  

       

55.16  

     

54.65  

     

59.09  

  

NA 

 

Imports 
         
26.72  

         
32.96  

         
26.25  

         
21.98  

       

16.98  

     

18.61  

     

16.80  

  

NA 

 

Total  
         
66.85  

         
68.58  

         
70.82  

         
68.70  

       

72.13  

     

73.26  

     

75.89  

  

NA 

Oman 

  

 

Exports 
         
43.04  

         
43.17  

         
47.68  

         
55.99  

       

58.65  

     

58.92  

     

62.55  

     

59.96  

 

Imports 
         
27.46  

         
31.57  

         
32.30  

         
31.48  

       

29.99  

     

38.24  

     

38.37  

     

39.08  

 

Total  
         
70.50  

         
74.74  

         
79.98  

         
87.47  

       

88.64  

     

97.16  

    

100.92  

     

99.04  

Qatar 

  

 

Exports 
         
40.78  

         
46.13  

         
54.19  

         
58.88  

       

56.29  

     

52.04  

     

51.12  

     

41.19  

 

Imports 
         
21.50  

         
29.13  

         
26.56  

         
21.10  

       

27.18  

     

29.01  

     

25.20  

     

23.39  

 

Total  
         
62.28  

         
75.26  

         
80.74  

         
79.97  

       

83.46  

     

81.05  

     

76.32  

     

64.59  

K.S.A 

  

 

Exports 
         
29.14  

         
34.44  

         
34.93  

         
45.33  

       

59.25  

     

61.04  

     

65.81  

     

51.17  

 

Imports 
         
22.59  

         
21.06  

         
17.81  

         
17.83  

       

19.57  

     

23.44  

     

24.17  

     

25.43  

 

Total  
         
51.73  

         
55.50  

         
52.74  

         
63.16  

       

78.82  

     

84.48  

     

89.98  

     

76.61  

U.A.E 

  

 

Exports 
         
57.18  

         
69.77  

         
72.64  

         
78.29  

       

89.16  

     

86.04  

     

91.45  

     

76.00  

 

Imports 
         
33.13  

         
52.70  

         
60.91  

         
60.57  

       

61.27  

     

63.83  

     

67.73  

     

60.80  

 

Total  
         
90.31  

       
122.47  

       
133.54  

       
138.86  

     

150.43  

    

149.88  

    

159.17  

    

136.81  

Source: Calculated from World Data Bank 1986-2009 
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4.7.3 Direction of GCC Trade 

 Table: 4.16 Direction of Trade of the GCC2005- 2008(US million) 

 2005 2006 2007 2008 2005 2006 2007 2008 

  EXPORT & RE-EXPORT IMPORTS   

ARAB 8,883 10,650 13,254 14,899 3,663 5,265 5,778 6,573 

COUNTRIES 

ISLAMIC 8,888 11,203 13,676 14,235 8,812 11,923 16,323 24,432 

COUNTRIES 

E.U 14,235 6,663 7,518 9,091 45,989 58,423 75,119 85,469 

U.S.A 2,036 1,749 2,298 2,571 15,953 21,063 27,168 31,830 

JAPAN 1,445 1,843 2,515 1,992 13,168 18,310 23,340 27,267 

REST 18,473 22,776 31,341 44,631 53,230 68,088 95,126 121,268 

OF THE         

WORLD         

TOTAL* 60,310 73,151 93,945 93,945 151,388 200,087 263,098 347,787 

* Includes GCC Intra Trade       

Source: Statistical Bulletin of GCC, 2010. 

In contrast, the GCC countries' trade with other Arabic countries is still quite low, consisting 

of only 4.9 percent of the total trade in 2008. This is despite the fact that the GCC 

economies are among the most open in the Middle East, due to their dependence on 

exported oil and need to import goods. In contrast, the GCC direction of trade reaches to 8.9 

percent, 21.8 percent, 7.9 percent, 6.9 percent and 38.2 percent with Islamic Countries, E.U, 

U.S.A, Japan and the rest of the world respectively.(Statistical Bulletin of GCC, 2010). 

Although the GCC imports from Europe shows a declining trend over the years, it still 

contributes a huge portion of the GCC imports. In fact, Europe is the largest import’s 

sources for the GCC followed by Asian which comprises 31.62 percent and 27.64 percent in 

2006 (Rahman&Mohd, 2009). On international level, the GCC trade is concentrated on 

high-income countries. The GCC imports high-tech commodities like machinery and 

mechanical appliances, vehicles, electrical machinery and equipment, which are not 

produced in neighboring countries, but imported from the developed countries, such as US, 
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Japan, EU, S. Korea, as well as from the developing countries, namely China, India and 

Thailand. 

On the export side, most of the prominent recipients of GCC exports are located in Asia, 

with the exception of Saudi Arabia, which also exports a large share to the US. By and 

large, GCC exports to these trade partners are heavily dominated by oil and oil products. 

However, this picture changes somewhat if we look at non-oil trade instead of total trade. 

Kuwait and Qatar exhibit the highest share of intra-GCC non-oil exports among member 

states, exporting more than half of their total non-oil exports (mostly chemicals) to other 

GCC countries. Overall, non-oil trade accounts for roughly one-third of total trade within 

the region. The main reason of this is the fact that the countries of the region are similar in 

certain aspects that they rely heavily on the oil sector and have the highest concentrations in 

terms of sector contribution to GDP when compared to developed countries. 

GCC trade direction is significantly influenced by the global economic circumstances and 

changes. Since the growing of China’s, India’s and other Asian’s economies, the GCC’s 

trade with these economies has also become highly significant and the trade direction has 

moved away from US and Europe to South and Far East economies. For the last ten years, 

GCC trade volume to Asia has increased significantly. In terms of GCC imports from Asia, 

it has increased from 11.30 percent in 1980 to 27.64 percent in 2006, whilst the imports 

from the US to GCC have slightly declined from 16.7 percent to 11.39 percent 

(Rahman&Mohd, 2009). On the other hand, GCC export directions were largely directed to 

the most growing economic region (Asia), with considerable amount of 37.1 percent in year 

2006, whereas only 9.84 percent and 8.91 percent to the EU and the US respectively 

(Rahman&Mohd, 2009). The increasing number of GCC exports to the ASIAN region is 

due to the rise of oil demand from the several fastest developing countries in Asia, 
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especially China and India. Surprisingly, although Europe and GCC have strong relationship 

especially on cooperation agreement and the import from this economic region is 

substantially significant, the export from GCC to European Union shows another way 

around. 

4.8 Points of meeting in Yemen’s and GCC’s interests 

Enlarging the GCC bloc to include Yemen would lead to larger markets, lower entry costs, 

and better market structures in the two blocs. These factors will entice new entrants to 

benefit from potential opportunities in the respective economies, creating a potential for 

exploiting economies of scale and attracting foreign direct investment (Chami et al., 2004). 

As new entrants penetrate these markets, they will erode existing market powers, creating 

much more intense competition and efficiency gains within the region which would lead to 

increases in output, investment, consumption and employment over the long run. 

A larger regional market intensifies competition-by reducing the ability of firms and 

workers to exploit market power-and hence leads to a higher level of output, investment, 

consumption, employment and trade. The combination of higher production levels and 

hence increased demand for imports from the other bloc induce a depreciation of the real 

exchange rate, boosting further real incomes and consumption.  

4.8.1 Area to expand 

There are several key aspects that both parties may strengthen their economic relations and 

cooperate firmly in order to boost Arab cooperation. There are also some aspects that both 

sides are comparatively advantage to each other. Inclusion of Yemen into the GCC is crucial 

for solving many problems facing this bloc. Joining Yemen to the GCC states, which are 

very small countries with the exception of Saudi Arabia, will enlarge the GCC area and 



128 
 

extend the size of its market. These include Food services, Islamic Banking and Finance 

services, tourism sector, Bio-fuel industries, constructions, petrochemical industries and 

educational sector. 

4.8.2 Investment Opportunities 

In the last few years (2004-2009), Yemen has adopted the principle of urgent economic 

reform and the need for strong growth and mobilization. Among these reforms is investment 

laws issued in 1991 and 2002 that aimed at regulating, promoting and licensing investments 

in all aspects of economic activity. Investment laws have ensured the investor the liberty of 

re-exporting foreign capital invested in the case of liquidation or disposal, in addition to the 

freedom of exporting the profits resulting from the investment. Another aspect of the law is 

that it ensures equality between Yemeni and GCC investors without distinction or 

discrimination between rights, duties and measures (General Investment Authority, 2002). 

Adopting these laws promises a positive economic leap that will construct the foundations 

that encourage the flow of GCC investments into the country. Among the most significant 

objectives pursued by the government at this stage are the creation of new job opportunities 

and the application of advanced technologies to minimize environmental hazards that may 

emanate from the reforms. 

Yemen has signed five bilateral investment treaties with Bahrain 2002, Kuwait 2001, Oman 

1998, Qatar 2000 and United Arab Emirates in 2001 to encourage investment between 

Yemen and each of these individual countries and promote an attractive investment 

environment. Signing these investment treaties with GCC individual countries reflects a 

readiness and willingness among these GCC member states for the promotion of investment 

environment in which Yemen will be a major beneficiary. Further, this does not entail 



129 
 

Yemen to create a safe climate to encourage further investment otherwise current 

investments do not continue nor new investment will come.  

Yemen is an open economy that welcomes GCC as well as foreign investment in all sectors. 

Yemen’s safe investment environment, cheap work force and its strategic position in the 

south of the Arabian Peninsula make it an appropriate place for investment. There are a 

number of investment opportunities that exist in Yemen in mining, oil discovery, fisheries, 

agriculture and manufacturing sectors. The country also enjoys a number of natural 

advantages to attract investments, particularly for tourism. It possesses a varied topography 

with beautiful landscapes, and diverse climates from the coastal mountains to the interior 

desert. These features make Yemen a promising place for investment, especially when 

investor is aware of the fact that the country is an untapped market, and is getting underway 

in many economic activities. In pursuance of diversifying the Yemeni economy, and for 

realizing the importance of bringing about a greater leap in the investment levels in all these 

sectors, the government has identified various investment opportunities and objectives 

aimed at bringing them into reality by promoting them to be within reach of GCC and other 

Arab investors.  

Enlarging the GCC investment in Yemen would bring mutual benefits for both parties. GCC 

accession offers Yemen a means of leveraging itself out of its current economic crisis 

through investment. There is a strong argument to be made that the investing in Yemen 

would have mutual benefits. Yemeni businessmen could initially lose out because of 

increased competition from more efficient Gulf rivals. According to Edward Burke (2012) 

this potential setback would be more than compensated, however, by opportunities for a new 

generation of Yemeni entrepreneurs to benefit from greatly enhanced access to the Gulf 

market, taking advantage of improved services and credit opportunities from the Gulf as 

well as low labour costs in Yemen. With liquefied natural gas reserves, mineral riches, a 
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once-prominent deepwater port, opportunities for tourism, and more, Yemen is in many 

ways rich in resources. Further, Yemen’s oil wealth enables it to attract significant 

investment from GCC countries. 

The GCC countries would benefit tremendously, experiencing a significant boost in 

investment, exports and employment, leading to an increase in GDP over the long term. 

According to Chami et al (2004), the impact of investment while enlarging the GCC on both 

parties is tremendous. According to them the GCC countries would experience a significant 

boost in investment that would lead to a 20 percent increase in GDP over the long term. This 

larger impact is mainly due to the fact that the GCC is a much larger bloc than Yemen and 

hence would tend to benefit more from improving its labour and product markets and thus 

from economic integration. At the same time, Yemen would stand to gain from huge 

investments, mainly from an improvement in the competitiveness of the GCC. Accordingly, 

GDP in Yemen would increase by almost 7 percent, reflecting essentially a boost in 

investment and consumption. 

4.8.3 Security of the Area 

Yemen’s strategic position as the southern gate of the Arab peninsula has a crucial role in 

stability for the whole area and therefore security partnership between Yemen and GCC 

states is a key point for stability of both Yemen and GCC. GCC partnership with Yemen is a 

mutual one that everyone needs the other especially in forming a security alliance between 

Yemen the poor and GCC the rich. Accordingly, partnership with Yemen will strength and 

solidify the GCC position in the face of the multiple threats especially Al-Qaida and the 

Iranian regular threats of closing the Strait of Hurmoz in the face of GCC’s oil shipment 

since Yemen provides an alternative route though the Strait of Bab. 
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4.8.4 Labour Issue 

One of the issues that can bring huge benefits to Yemeni economy when joining GCC is 

lifting the strict restrictions on Yemeni labour which is of paramount importance for Yemeni 

economy. Labour dimension is the most sensitive dimension in Yemen’s accession to GCC. 

On the one hand, there is a huge unemployment problem in Yemen whereas on the other 

hand, there is a fear among the GCC countries that Yemen’s accession to GCC will result in 

an inflow of Yemeni workers to the GCC Member States which are already suffering an 

imbalance in the population structure, due to the high dependency on foreign labour, largely 

non-Arabs. This imbalance imposes political, economic, social and cultural consequences on 

these countries, particularly under the dominance of non-Arab nationalities in most of Gulf 

countries leading to controversial national make-up. Accordingly, the absorption of a larger 

number of Yemeni labour forces will be in the interest of Gulf countries in different ways. 

On the top of these comes the safe demographic balance that ensures social stability and 

cultural identity, and supports their economic situation. 

Being states populated with small number of nationals compared to high number of 

foreigners, existence of highly populated Arab states will solve the problem of imbalance 

between the nationals and the foreigners in the GCC countries. Yemen’s accession will not 

crowd out GCC nationals out of the labour market, but Yemeni workers will compete 

mainly with foreigners in the private sector.  

Regional politics does influence the situation on the labour market to a considerable extent. 

GCC countries had long been popular destinations for Yemeni emigrants, both skilled and 

unskilled. With the outbreak of the Gulf War in 1990, millions of Yemeni migrants had been 

expelled for political reasons primarily for the Yemeni support of Saddam Hussein’s 

invasion of Kuwait. The Gulf War marked a shift in migration policy for the GCC countries. 
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While migrants in Kuwait and Iraq were the first to be affected by the Gulf War, the conflict 

quickly spread to migrants living elsewhere in the GCC, particularly in Saudi Arabia, the 

nation that hosted the largest number of migrants and led the region in remittance outflows. 

Prior to the Gulf War, Yemeni migrants in Saudi Arabia had certain advantages over other 

migrant groups. They could operate shops and businesses without a Saudi sponsor, were not 

required to have work permits, and could enter the country without visas. As Yemeni 

support for Iraq at both the public and private levels emerged, these privileges granted 

exclusively to Yemeni migrants were revoked. Hundreds of thousands of Yemeni migrants 

left the country, often selling their businesses to Saudis at bargain prices. As Yemenis 

returned home, the Yemeni economy was left with the burden of dealing with these 

returning migrants. For example, the taxicab market in Sana’a crashed as returning Yemenis 

undercut their local competitors. Labour markets tightened and greater demands were placed 

on an already overburdened public sector. 

The issue of exporting Yemeni labour to neighboring Gulf countries is seen by Yemeni 

authorities and public as a key short-term solution. However, the Gulf countries’ position on 

this issue remains ambiguous and there are still questions over their will to accept such a 

strategy. One argument often raised by neighboring countries is that Yemeni labour is low-

skilled and not adequately competent for their requirements. Yemenis, however, view this as 

rather an excuse, pointing to the fact that much of the foreign labour force in the Gulf is also 

low-skilled. Yemen has also undergone an initiative, Silatech, that will train 100,000 

Yemeni workers in one year but the GCC is nonetheless hesitant about welcoming this 

labour. Some Gulf countries such as Saudi Arabia may have expressed political will on the 

labour issue but this has not been translated into a clear and practical work plan, though 

some Yemenis believe that it is their government’s duty to develop these plans. There needs 

to be a political framework from both sides in order to develop practical solutions. 
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4.9 Chapter Summary 

Since its formation in 1981, the GCC bloc has achieved a notable progress on regional 

integration. The member states’ efforts towards integration have gained considerable 

momentum following the ratification of the Unified Economic Agreement in 2001, the 

signing of the Customs Union Agreement in 2003, and the adoption of the Common Market 

Agreement in 2008. GCC trade has risen substantially in recent years, this growth of trade 

has been driven by higher oil prices. Being oil-based economies, GCC countries’ imports 

are dominated by machinery and mechanical appliances, vehicles and parts, electrical 

machinery and equipment. 

GCC countries have much in common, while its members also display some significant 

differences. The most striking common features are the high dependency on hydrocarbons 

as expressed in the share of oil (and gas) revenues in total fiscal and export revenues and the 

share of the hydrocarbon sector in GDP; a young and rapidly growing national labour force 

and the heavy reliance on expatriate labour in the private sector. These similarities pose 

common structural policy challenges to GCC economies, notably economic diversification 

to reduce dependency on the hydrocarbon sector and to develop the private non-oil sector. 

Both are necessary to create employment opportunities for young nationals. 

Saudi Arabia, the biggest country in the bloc, accounts for more than half of all GCC oil 

reserves, while resources in the other GCC countries are considerably lower, with Bahrain in 

particular having only very limited natural resources. Qatar, a small oil producer, is home to 

the third largest natural gas reserves worldwide after Russia and Iran, and receives a 

considerable proportion of its income from gas. Reserves in per capita terms reveal large 

differences in both oil and gas wealth per capita between countries. Oil reserves per capita 

are relatively low in Oman and Bahrain, and considerably higher in the other countries. 
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Similarly, gas reserves are relatively small in Oman, Saudi Arabia and Bahrain. While these 

differences between countries are reflected in current production levels, resources are 

especially tight in Oman and Bahrain where, at current production levels, oil will run out 

during the next two decades.  

The GCC trade route shows that the GCC states trade more with high-income countries. The 

GCC imports high-tech commodities like machinery and mechanical appliances, vehicles, 

electrical machinery and equipment from the developed countries, such as the US, Japan, 

EU, S. Korea, as well as from the developing countries, namely China, India, and Thailand. 

Despite the signing of a free trade area, inter-GCC trade remains weak. The share of intra-

GCC commodity exports/imports in the total exports/imports of each country remains very 

limited. It can be concluded that though distance has a negative relationship with trade, i.e. 

the farther the partner the less trade relation, yet the GCC countries tend to trade more with 

farther countries. This can be attributed to the characteristics of the main commodities of 

trade and also the geographical situation of the GCC countries and due to the fact, that the 

GCC is surrounded by either relatively low-income countries or countries that have oil 

reserves and do not import oil or gas from the GCC countries. 

In terms of the labour force structure, the GCC countries rely heavily on foreign labour. 

Therefore, in most of these countries, the expatriate labour force far outnumbers the 

nationals. The share of nationals in the total population is only 61 percent in 2007, and the 

share of nationals in the total labour force is only 33 percent. Another trend in the structure 

of the GCC labour market is that the private sector relies heavily on expatriate workforce 

while the public sector mostly employs nationals.  

The global financial crisis that started in 2008 had affected the GCC economies badly. 

Because of the fact that the GCC states have little production capacity in the non-oil sectors 
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that puts them in foreign countries’ dependence, and because of the investments of their oil 

revenues in the global economy, accompanied by the investors’ caution in the high volatile 

oil market, the crisis negatively affected the GCC countries’ economies. 

 Although the GCC bloc is considered to be an attractive region for FDI and Saudi Arabia is 

one of the top twenty countries who receive FDI, yet the GCC’s FDI is considered to be 

small compared to their economic size because there are non-GCC countries with smaller 

economies but have higher FDI inflows than the GCC. The economic growth of the GCC 

countries may benefit from FDI inflows to the economies of this bloc of countries. This 

growth can be achieved through adopting policies that attract FDI flows into their 

economies. 

Inclusion of Yemen, who shares borders with the GCC countries, into the GCC bloc would 

yield positive results for both parties. In addition to benefitting from GCC’s investors, 

expanding trade which leads to trade diversification, Yemen’s accession into the GCC will 

bring more political, social, economic and security weight in the region. The accession of 

Yemen into the GCC will expand both parties’ market and boost trade exchange in the 

region. Similarly, the well-noted mutual benefit is solving the problem of labour issue in 

Yemen and GCC countries. Yemen’s interest in joining the GCC is marked by solving its 

high unemployment rate in both skilled and non-skilled labour which will contribute in 

uplifting the national crisis through the high remittance that will come from the GCC 

countries. Similarly, the GCC countries, who share common ethnicity, language and 

religion, will solve the dilemma of the imbalance between the nationals and the big number 

of expatriates who constitutes more than 80 percent in some of the GCC countries and 

threatens the national make-up.  
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CHAPTER-V 

YEMEN’S TRADE POTENTIAL WITH THE GULF COOPERATION 

COUNCIL (GCC) COUNTRIES: A GRAVITY MODEL ANALYSIS 

 

5.1 Introduction 

 Over the last few decades the issue of regionalism has got more focus at international level. 

It is argued that regionalism can be seen as a response to the process of globalization and the 

social eruptions associated with this process. A major part of research work reflects that 

these regional blocs are designed to fortify protectionist barriers and divert trade. Trade 

models based on welfare give only protectionist reasons to form trading blocs and to 

exercise market power over other countries or blocs.  

Due to the increasing focus on the importance of regional economic integration across the 

world, this chapter aims to analyze the economic impact of the GCC on trade flows of 

member and nonmember and its impact on the welfare of participating nation. Traditionally 

the benefits of economic integration are assessed through its effect on trade. Customs union 

theory uses the welfare effects of trade to evaluate the outcome of integrations. Its 

assessment is based on the static effects of trade which are measured by trade creation and 

trade diversion. By using the two former concepts, this study evaluates the GCC integration. 

The application of the gravity model is well adapted to this objective. The gravity model has 

been used more in international trade since the initial studies carried out simultaneously by 

J. Tinbergen (1962), P. Pöyhönen (1963) and H. Linnemann (1966). In their studies, those 

authors provided a cogent explanation of bilateral trade flows, positively by the size of 

partner economies, and negatively by the geographical distance separating them. Dummy 

control variables for the effect of regional agreements can be added to the basic equation. 
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Through the introduction of a set of three regional variables per agreement, it is possible to 

test simultaneously the effects of the groupings for intra-bloc trade, extra-bloc exports and 

extra-bloc imports. Such estimates require the use of panel data to check for potential 

unobservable factors that are specific to each pair of countries and which will have an 

influence on trade. S. Baier and J. Bergstrand (2005) demonstrated that the absence of 

checks on the heterogeneity of pairs introduces a bias into the regional coefficient values. 

With regard to the earlier gravity approaches dealing with GCC countries, this study differs 

from them as this study highlights, with the aid of the two extra-regional coefficients, the 

potential surplus of export and/or import trade generated by the formation of the GCC bloc. 

A positive coefficient signals will be called an external creation of exports and/or imports. 

The GCC is considered as building bloc when the sum of the two parameters is positive. 

Using a gravity model with three regional coefficients, this study will be able to judge the 

GCC integration. From the related literature survived, the specification in this study has not 

yet been tested for GCC bloc within the framework of an approach comprising a gravity 

model with panel data using three regional variables. 

Hence, this study aims to estimate Yemen’s trade potential with the six-members of GCC. 

In achieving this aim, the main questions this study seeks to answer are: With which GCC 

countries Yemen has reached its trade potential? With which GCC countries Yemen has 

gone beyond its trade potential? And with which countries Yemen has untapped trade 

potential? These questions will be answered using the gravity model. Gravity models are 

one of the most popular empirical tools used for modeling bilateral trade flows. 

The gravity model will be used to first analyze the GCC bilateral trade flows. Gravity model 

will be estimated using different techniques with panel data for the years1997-2010. The 

coefficients that will be obtained from the extended gravity model will then be used to 
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predict Yemen’s trade potential with GCC countries. Untapped trade potential will be 

indicated in case Yemen’s actual trade with any country is less than that predicted by the 

gravity model. 

The ratio of trade potential (P) as predicted by the model and actual trade (A), that is (P/A),  

is then used to analyze the future direction of trade for Yemen. If the value of P/A exceeds 

one, the implication is in terms of potential expansion of trade with the respective country. 

The absolute difference between the potential and actual level of trade; that is, the value of 

(P-A) has also been used to classify countries with potential for expansion of trade with 

Yemen. A positive value indicates future possibilities of trade expansion. 

5.2 Regional Economic Cooperation and Its Effects 

The basic theory of trade agreements (FTAs) emphasizes that they will have a number of 

effects, such as trade creation (TC) and trade diversion (TD). (TC) occurs when tariff cuts 

cause a partner nation to start importing from its other partners rather than producing the 

goods itself, due to the fall in relative price of the imported goods through tariff removal, 

regardless of its nature. (TD) occurs when a partner country starts importing a good from its 

other partners rather than from non-partner countries, due to the fall in the price of the 

partner-sourced import goods relative to the non-partner-sourced import goods, caused by 

the tariff cut. Because the FTA involves some trade liberalization, there is a potential 

welfare gain to the member country in the standard economic model due to (TC), but at the 

same time the FTA involves a new distortion in the market due to the discriminatory nature 

of the tariff reductions. There is also a potential welfare loss due to (TD).   

Many economists believed that FTAs have also general equilibrium and dynamic effects. 

General equilibrium effects include terms of trade, wage rate and other factor return 
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changes. Dynamic effects include economies of scale, growth and innovation. Growth effect 

is the impact of FTA induced changes in trade balances in the partner nations on their 

macroeconomic equilibrium. If all partner nations were to improve their trade balances 

through the combined effects of TC and TD, then this would be a macroeconomic shock that 

would impact their output growth. Any change in output growth would in turn impact 

import demand, not just from partner countries but also from non-partner exporters. This 

might be considered a trade growth effect distinct from TC and TD. Some economists would 

go further and argue that higher output growth may lead to dynamic gains through higher 

investment and innovation levels. Empirical estimates of the growth effects of FTAs vary 

widely due to the varying assumptions and arguments built into the estimating models, but 

effects are usually found to be positive, except where negative terms of trade effects reduce 

welfare and spending in a member country. 

Regional economic cooperation or integration may take one of various forms. These forms 

were first presented by Balassa and known as the Balassa’s five stages of economic 

integration: 

 Free Trade Agreements in which member countries remove all trade barriers among 

themselves but retain their individual commercial policies toward the outside world. 

 A customs union, which is similar to a FTA except that the member counties adopt 

common external commercial policies. 

 A common market is a customs union that allows for free factor mobility within the 

market. 

 Monetary Union, in which the member countries share the common currency. 

 An economic union, which is a common market that seeks to achieve a complete 

unification of monetary and fiscal policies. 
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The effects of regional economic cooperation, typically taking the form of a customs union, 

include the following static effects: 

 TC effects, deriving from both production and consumption gains. 

 TD effects, derived by replacing cheaper imports with those of the member 

countries, as a result of tariff discrimination. 

 Improved international bargaining power due to the larger economic size. 

 Decreased administrative expenditures among the member countries; 

 Less smuggling among the member countries. 

There are also the following dynamic effects which lead to faster economic growth: 

 Higher production efficiency brought about by enhanced competition and thus 

specialization and resource reallocation. 

 Decreased average production costs due to economies of scale in larger markets. 

 Higher international investment, resulting from an increase in investment 

opportunities and lower uncertainty and risks. 

 Enhanced technological change resulting from increased competition. 

All the static and dynamic effect supports the notion of regional economic cooperation 

except for the TD effect. However, the countries may also be constrained by some other 

economic factors such as: 

 A government’s reliance on tariff revenue may discourage it from joining in this 

kind of arrangement. 

 A large trade deficit depresses the will of a government to risk a possibly 

deteriorating trade balance, resulting from tariff reduction or abolishment. 
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 The worry that unequal tariff or imperialistic opportunities may be further exploited 

by some powerful member country discourages other members from joining. 

 The decreased trade policy independence may concern some developing countries 

that would like to pursue an independent development policy. 

The economic rationale for TC and TD depends, along with other things, on the assumption 

that prices reflect the social cost of production. However, in the context of the less 

developing countries there are several reasons for this not to be true. First, wage rates may 

not measure the social cost of labour on account of unemployment and urban wage 

rigidities. Second, the shadow price of foreign exchange may be different from its market 

price on account of foreign-exchange constraint. Under these circumstances, import 

substitution may be rational in the absence of regional integration. The merit of integration, 

however, lies essentially in the fact that there are economies of scale a bloc can realize in the 

production of a commodity in a certain industry in a partner country of the bloc. 

5.3 The Impact of Free Trade Agreements in Gravitational Approaches 

Since the beginning of the 1970s, the spread of work measuring the impact of free trade 

agreements on trade has gone hand in hand with an evolution in the method used to evaluate 

it. The addition of a second and then third regional dummy variable in a gravity equation has 

refined both the interpretation of results and of trade creation and diversion effects.  

5.4 The Model  

The estimation method that is used in this study is in two stages. In the first stage, three 

equations are to be estimated: 

 Basic gravity model. 

 Augmented gravity model. 
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 Extended gravity model. 

These equations will be estimated using different techniques. The dependent variable will be 

merchandise trade (exports plus imports in US dollars), in natural log form, between pairs of 

countries. Then the extended model which is the workhorse of this study will be estimated 

by using three versions of gravity equation with different dependent variables.  

 In the second stage, the estimated coefficients from the first stage of the extended gravity 

model will be used to analyze Yemen’s trade potential with GCC countries. 

5.5 Analysis of Empirical Results 

5.5.1 Basic Model: 

The present study considers a general static (one-way) panel data model. The standard 

gravity model used in the study is amplified by some traditional and non-traditional 

variables as follows: 

𝑙𝑛𝑇𝑇𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + +𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 + 휀𝑖𝑗 

 

The variables in the model are defined as follows: 

𝑙𝑛𝑇𝑇𝑖𝑗       = Natural log of total trade between country i and country j . 

𝑙𝑛𝐺𝐷𝑃    = Natural log of Gross domestic product in country i and country j respectively. 

𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓= Natural log of absolute differences in per capita income between country i 

and country j =𝑙𝑛 |(
𝐺𝐷𝑃𝑖

𝑃𝑂𝑃𝑖
) − (

𝐺𝐷𝑃𝑗

𝐺𝐷𝑃𝑗
)| 

𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 = Natural log of Geographical distance between state/national capitals. 
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휀𝑖𝑗 Is a log-normally distributed error term and represents the myriad other influences on 

bilateral trade. 

This equation has been estimated by using different techniques. OLS, RE and fixed effect 

have been applied for comparison purpose. The most preferred model is the fixed effect 

model as shown earlier in the discussion of chapter III and therefore, the results of this 

model will be used for the interpretation of results. 

The POLS method indicates statistical errors in estimation and in order to overcome this 

issue robust specification has been used to control the effect of auto correlated disturbance 

and the heteroskedasticity (Cameron 2008). Although the coefficients in the POLS are 

highly significant and have the expected sign except the natural log of the absolute 

difference in GDP per capita; yet the estimation coefficients are biased because POLS does 

not permit controlling the individual heterogeneity and hence may yield biased results. This 

impossibility of controlling the individual heterogeneity is due to a correlation between 

some explanatory variables and some unobservable characteristics. And hence, Breusch-

Pagan test rejects the null hypothesis in favor of random effects and therefore the OLS 

method is not adequate. 

Although the coefficients in the RE model are highly significant and have the expected sign 

that even the natural log of the absolute difference in GDP per capita  turned significant  in  

favour of H-O hypothesis; the estimation coefficients are biased due to the problem of the 

auto correlated disturbance and the heteroskedasticity. To deal with this issue in RE model, 

another alternative approach has been used; that is Feasible Generalized least square method 

(xtgls). The benefit of this approach is that it allows estimation in the presence of AR(1) 

autocorrelation within panels and heteroskedasticity across panels (Costa- I-Font, 2010).  
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Table: 5.1 Results of the Basic Gravity Model 

BASIC GRAVITY MODEL 

Independent variables dependent Variable=Total Bilateral Trade 

POLS* RE(GLS)* RE(FGLS)** FE(within)* 

     

lngdpi 0.806*** 

(0.00546) 

1.249*** 

(0.0270) 

0.843*** 

(0.00688) 

1.446*** 

(0.0587) 

lngdpj 0.811*** 

(0.00552) 

1.231*** 

(0.0277) 

0.838*** 

(0.00675) 

1.370*** 

(0.0598) 

lngdppcdif 0.00392 

(0.00727) 

0.0279** 

(0.0122) 

0.00919** 

(0.00435) 

0.00233 

(0.0116) 

lndiscapt -0.74*** 

(0.0111) 

-0.990*** 

(0.0834) 

-0.690*** 

(0.0116) 

-0.0563*** 

(0.00691) 

Constant -0.0181 

(0.144) 

-9.003*** 

(0.763) 

-1.317*** 

(0.153) 

-20.94*** 

(0.606) 

     

Observations 15,708 15,708 15,708 15,708 

Number of crypair  1,122 1,122 1,122 

r2_a 0.707 . . 0.637 

F 11072 . . . 

P-value of  BP LM test 

(POLS/REM) 

 73961.66 

(0.000) 

  

Hausman test 

test(FEM/REM) 

   1759.9 

(0.000) 

p-value of Wald test for 
heteroskedasticity 

620000 

(0.000) 

   

p-value of Wooldridge test for 

autocorrelation 

282.033 

(0.000) 

   

Robust standard errors in parentheses*** p<0.01, ** p<0.05, * p<0.1*standard errors are       

robust to  heteroskedasticity,**xtgls,corr(ar1) panels heteroskedastic) 

 

All coefficients in the FGLS method remain statistically highly significant and have the 

expected sign that even the natural log of the absolute difference in GDP per capita remains 

significant at 5 percent in favour of H-O hypothesis. Similarly, the magnitudes of the 

coefficients are now close to the POLS method; but the estimation coefficients are biased 

like POLS method because RE model assumes that the unit‐specific effect is uncorrelated 

with the explanatory variables and therefore, it yields inconsistent and biased estimates 

when regressors are correlated with the unit effects. This makes RE models unviable for the 
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present study because there is correlation between regressors and the unobserved country 

specific effects. And hence, Hausman test rejects the null hypothesis in favor of fixed 

effects; so the RE (FGLS) method is not adequate. 

The FE model fits the data well and explains 64 of the variation in bilateral trade across this 

sample of countries. The standard features of the gravity model work well since income 

provides most of the explanatory power in all the regressions. The baseline variables (both 

GDP and distance) are very highly significant and have the expected signs. 

The coefficient on the GDP variable is positive, statistically significant and economically 

reasonable indicating that, holding everything else constant, the higher the GDP product (of 

a given country pairing) the higher is the bilateral trade between them and vice versa. 

Specifically, an income elasticity of 1.4 implies that, ceteris paribus, a 1 percent increase in 

the size of a country i would increase bilateral trade between them by 1.4 percent (a more 

than proportionate increase) and vice versa. Likewise, a 1 percent increase in the size of a 

country j would increase bilateral trade between them by 1.4 percent (a more than 

proportionate increase) and vice versa.  Therefore, GDP stands out as being significant and 

highly explanatory of trade confirming its necessary inclusion in such an equation. 

The estimated coefficient on log distance has the anticipated negative sign and is statistically 

significant but at very small magnitude and different from literature in which the coefficient 

for the distance variable typically ranges between -0.9 to -1.3. This small value for distance 

confirms the importance of careful interpretation of variables with low variation in fixed 

effect model. A problem with FE models is that they are inefficient in estimating variables 

with little within variance. Plümper and Troeger (2007) refer to these variables as “rarely 

changing” variables, however, the problem is not just low significance of estimated 



146 
 

parameters, as “point estimates are also unreliable since the influence of the error on the 

estimated coefficients becomes larger as the inefficiency of the estimator increases” 

(Plümper and Troeger, 2007). So these results clearly illustrate the imprecision of the FE 

estimator in the presence of slowly changing variables. 

Linder vs. Hecksher-Ohlin hypothesis 

To test the strength of the Linder hypothesis against the H-O hypothesis, the natural log of 

the absolute difference in GDP per capita for a country pair have been included. This allows 

addressing the question whether trade flows are large among similar countries or dissimilar 

countries, that is, according to Linder hypothesis, countries with similar levels of per capita 

income will exhibit similar tastes and trade more than dissimilar ones. Accordingly, a 

negative sign on the log difference of per capita incomes variable will support the 

hypothesis but it appears as positive and not-significant for the model with these variables 

validating H-O hypothesis which states that countries trade more due to their Factor 

endowments (the availability of factors of production). From the results, trade increases in 

proportion to the increase in the difference in per capita income, but this effect is minimal 

because variable is not significant. Moreover, the rapprochement of the absolute GDPs does 

not stimulate bilateral trade. 

5.5.2 Augmented Model 

The basic gravity model reflects the normal or baseline pattern of trade between two 

countries. Once this baseline pattern of trade is established, augmented gravity model could 

be used by introducing dummy variables in the basic gravity model to reflect how some 

particular conditions like economic, geographic, and cultural factors affect the baseline 

pattern of trade. Examples of the dummy variables used are belonging to the same regional 
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trade agreement, speaking a common language, having the same colonial links, and sharing 

the same geographical borders, among others. A positive and significant coefficient on a 

dummy variable means that this particular condition increases trade above what the baseline 

gravity model predicts, or what the “normal” trade would be in the absence of this condition. 

A negative and significant coefficient represents the opposite. 

The augmented gravity model used in the study is presented as follows: 

𝑙𝑛𝑇𝑇𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + +𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 + 𝛽5𝐺𝐶𝐶𝑑𝑢𝑚

+ 𝛽6𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟 + 𝛽7𝐶𝑜𝑚 𝐿𝑎𝑛𝑔 + 𝛽8𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

Where 

𝐺𝐶𝐶𝑑𝑢𝑚 = dummy variable that takes value 1 if the two partners are members of the GCC 

0 if they are not. 

𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟 = the dummy contiguity takes value 1 if the two partners have a common 

border and 0 if they do not. 

𝐶𝑜𝑚 𝐿𝑎𝑛𝑔 = dummy variable that takes value 1 if the two partners share the same language 

and 0 if they do not. 

𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 = dummy variable that takes value 1 if the two partners share the same 

ethnicity and 0 if they do not. 

Although the coefficients of the first three methods POLS, GLS and FGLS are highly 

significant and hold expecting sign, but these methods indicate statistical errors in 

estimation for the same reasons that mentioned earlier in the basic model. So these methods 

are not efficient. The estimates of the FE model highlight the widely recognized limitation 

of FE models that is their inability in estimating time-invariant variables. Since the FE 

models use only the within variance for the estimation and disregard the between variance, 

they do not allow the estimation of time-invariant variables and are inefficient in estimating 
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variables with little within variance. These results clearly illustrate the imprecision of the FE 

estimator in the presence of slowly changing variables. 

Table: 5.2 Results of the Augmented Gravity Model 

AUGMENTED GRAVITY MODEL 

Independent 

variables 

Dependent Variable=Total Bilateral Trade 

POLS* RE(GLS)* RE(FGLS)

** 

FE(within)

* 

FEVD* Hausman-

Taylor# 

       

lngdpi 0.805*** 

(0.00555) 

1.257*** 

(0.0270) 

0.845*** 

(0.00698) 

1.446*** 

(0.0587) 

1.446*** 

(0.00363) 

1.448*** 

(0.0499) 

lngdpj 0.810*** 

(0.00561) 

1.240*** 

(0.0277) 

0.841*** 

(0.00685) 

1.370*** 

(0.0598) 

1.370*** 

(0.00395) 

1.368*** 

(0.0584) 

lngdppcdif 0.00872 

(0.00747) 

0.0241** 

(0.0120) 

0.00963** 

(0.00432) 

0.00233 

(0.0116) 

0.00234 

(0.00252) 

-0.00100 

(0.0113) 

lndiscapt -0.681*** 

(0.0126) 

-0.947*** 

(0.0710) 

-0.635*** 

(0.0138) 

-0.0563*** 

(0.00691) 

-1.090*** 

(0.00513) 

-1.003*** 

(0.0933) 

gccdum -0.321*** 

(0.0615) 

0.737** 

(0.317) 

-0.165** 

(0.0788) 

- 0.825*** 

(0.0180) 

1.372*** 

(0.454) 

contig 0.323*** 

(0.0508) 

-0.910*** 

(0.343) 

0.114** 

(0.0497) 

- -1.007*** 

(0.0152) 

-1.678*** 

(0.540) 

comlang_of 0.334*** 

(0.0457) 

0.302 

(0.206) 

0.341*** 

(0.0561) 

- 0.329*** 

(0.0137) 

0.269 

(0.266) 

comlang_eth

no 

-0.0216 

(0.0373) 

0.334* 

(0.173) 

0.00925 

(0.0495) 

- 0.503*** 

(0.0124) 

0.427** 

(0.215) 

Constant -0.648*** 

(0.161) 

-9.669*** 

(0.703) 

-1.916*** 

(0.172) 

-20.94*** 

(0.606) 

-12.31*** 

(0.0763) 

-12.96*** 

(1.034) 

Observatios 15,708 15,708 15,708 15,708 15,708 15,708 

crypair  1,122 1,122 1,122  1,122 

r2_a 0.711 . . 0.637 0.969  

F 5567 . . . 37834  

BP LM test 

(POLS/REM

) 

 73961.66 

(0.000) 

    

Hausman 

test 

 

  1759.9 

(0.000) 

   

Wald test  620000 

(0.000) 

     

Wooldridge 

test for AR 

282.033 

(0.000) 

     

Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1. *standard errors are  

robust to  heteroskedasticity,**xtgls,corr(ar1)panels heteroskedastic) #Bootstrap 
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The results from FEVD estimator show a substantial improvement on those from the FE 

estimators. In particular, the coefficient on distance now is plausible magnitude and the 

coefficients of dummies all are highly significant. Indeed, all the coefficients are now 

significant with p-values of well below 0.01(10%). 

Results of the advance models like Hausman Taylor estimation and fixed effect vector 

decomposition model show that the estimators are very close in quantifying the time-

varying variables in the gravity model. As expected from its theoretical foundation (Egger, 

2000, Feenstra, 2004) both home and foreign countries GDP have a positive and significant 

influence on bilateral trade, indicating that trade increases with absolute higher income 

levels. In order for considering the HT model to be operable, the researcher needs to classify 

variables as being correlated and uncorrelated with the individual effects, however, 

identifying those instruments remains a formidable task especially since the unit effects are 

unobserved (and often unobservable). Accordingly, this study will consider the FEVD 

method for the interpretation of the results. 

 The FEVD model fits the data well and explains 97 percent of the variation in bilateral 

trade across this sample of countries. The augmented gravity model work well and the 

coefficients relating to income are very high in all regressions.  

The baseline variables (both GDP and distance) are highly significant and have the expected 

signs. In accordance with the traditional results of estimates on gravity models, the size of 

partners as reflected by their GDP has a tangible and very significant effect on their trade. 

The variable indicating the difference in per capita GDP acts positively. This supports the 

H-O hypothesis against Linder hypothesis which states that countries trade more due to their 



150 
 

Factor endowments (the availability of factors of production). In addition, this variable is 

not significant indicating that the differences in per capita do not increase bilateral trade. 

The coefficient on the GDP variable is positive, statistically significant and economically 

reasonable indicating that, holding everything else constant, the higher the GDP product (of 

a given country pairing) the higher is the bilateral trade between them and vice versa. 

Specifically, an income elasticity of 1.4 implies that, ceteris paribus, a 1 percent increase in 

the size of a country i would increase bilateral trade between them by 1.4 percent and vice 

versa, and a 1 percent increase in the size of a country j would increase bilateral trade 

between them by 1.4 percent and vice versa. 

The estimated coefficient on log distance has the anticipated negative sign and is statistically 

significant at 1 percent implying that, ceteris paribus, a 1 percent increase in distance 

between country pair would decrease bilateral trade between them by 1 percent. 

The coefficient on the dummy variable for adjacency itself is estimated to be -1.007 and 

highly significant at 1 percent level of significance. As trade is specified in logarithmic 

form, the interpretation of the coefficient on the dummy will be calculated by taking the 

anti-log (to base e) of the estimated dummy coefficient, subtract 1 from it and multiply the 

difference by 100. Hence, a coefficient of -1.007 implies that, holding everything else 

constant, two countries that share a common border are estimated to engage in about 174 

percent less trade than two countries who do not share a common border.  

The coefficient on adjacency, at -1.007, indicates that two countries sharing a common 

border have negative impact on trade which may be because of illegal trade or smuggling. 

Other reason may be because of most of the GCC counties are oil-based economies where 

oil constitutes 90 percent of their total trade. Further, these countries lack diversification in 
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their manufacturing products. Therefore, these countries trade their oil with developed 

countries and import most of heavy equipments used for oil industry from these developed 

countries.  

Sharing a common language increases trade by economically and statistically significant 

amounts at 1 percent. The estimated coefficient of the common language dummy is 0.329. 

The implication is that, ceteris paribus, two countries sharing linguistic links tend to trade 

roughly 39 percent more than they would be otherwise{[exp(0.329)-1]*100=39}.  

Sharing a common ethnicity increases trade by economically and statistically significant 

amounts at 1 percent level of significance. The estimated coefficient of the common 

ethnicity dummy is 0.503. The implication is that, ceteris paribus, two countries sharing 

ethnicity links tend to trade 65 percent more than they would be otherwise{[exp(0.503)-

1]*100=65}.  

Effects of RTAs 

This study finds that the dummy variable for intra-regional trade is highly significant 

statistically. The common membership of a RTA explains some amount of bilateral trade 

over and above that explained by the other basic variables: size, per capita income 

differences, bilateral distance, common borders, common languages and common ethnicity. 

The coefficient on the dummy variable for regional trading arrangements is 0.825 implying 

that the GCC arrangements can lead to 128 percent increase in trade between members more 

than they would be otherwise{[exp(0.825)-1]*100=128}over the prediction of the gravity 

model .  
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5.5.3 Extended Model 

The third model is identical to the augmented model with only exception being that it tests 

the trade agreements in a detailed manner and not as a whole. Its results will allow us to 

extract the creations and diversions of trade for the GCC and to determine if it constitutes 

building or stumbling bloc. More recently, studies used two dummies namely “intra bloc 

trade” and “extra bloc trade” to separate trade creation effect from trade diversion effect 

(Frankel and Wei, 1998). 

Following , Jérôme Trotignon (2009) and Sarath (2010) extended  model  for this study are 

used by including three regional dummies representative of intra-bloc trade, extra-bloc 

exports and extra-bloc imports in a gravity model using panel data. GCC dummy tests intra-

bloc trade. It takes the value 1 if the two countries i and j have signed the same agreement. 

The coefficient on GCC dummy represents the “intra-GCC bias,” that is, it describes the 

degree to which GCC countries concentrate trade among themselves beyond what can be 

predicted from the gravity model, that is, from its economic and geographic characteristics. 

GCCexp measures the impact of the groupings on those exports destined for the rest of the 

world. It takes the value 1 if country i is party to an agreement to which country j is not, and 

0 otherwise. GCCimp captures the effects on imports coming from the rest of the world. It 

takes the value 1 where i does not belong to the group of which j is a member, and 0 

otherwise that is, it takes the value of one for imports by any GCC member from any non-

GCC member and zero otherwise. The last two dummies reflect “GCC's extra-bloc 

openness.” 

Although most of studies used bilateral trade as dependent variable but there are also strong 

arguments in favor of using bilateral exports or imports flow. According to them, separate 

trade flow helps in measuring more accurate effects of domestic versus foreign explanatory 
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variables. But the other side argues that the exports and imports flows have most of the 

similar explanatory variables. Consequently, for clear picture in this study three gravity 

equations are estimated with different dependent variable; the first one is the natural 

logarithm of bilateral trade between countries i and countries j in year t, while in the other 

two, the natural logarithm of bilateral exports and natural logarithm of bilateral imports, all 

in thousands of US dollars. The study central focus is to estimate intra-bloc bias and extra-

bloc openness. 

The extended model which is the workhorse of this study will be estimated using three 

versions of gravity equation with different dependent variables; natural logarithm of 

bilateral trade, while in the other two equations natural logarithms of exports and imports 

employed as dependent variables. The results for the impact of GCC on three dependent 

variables are elaborated below: 

5.5.3.1 Extended Gravity Model-1 

Here the dependent variable is the natural logarithm of bilateral trade between country i and 

country j, the equation to be estimated is 

𝑙𝑛𝑇𝑇𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + +𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 + 𝛽5𝐺𝐶𝐶𝑑𝑢𝑚

+ 𝛽6𝐺𝐶𝐶𝑖𝑚𝑝 + 𝛽7𝐺𝐶𝐶𝑒𝑥𝑝 + 𝛽8𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟 + 𝛽9𝐶𝑜𝑚 𝐿𝑎𝑛𝑔

+ 𝛽10𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

Where 

GCCexp = It takes the value 1 if country i is party to an agreement to which country j is not, 

and 0 otherwise 

GCCimp = It takes the value 1 where i does not belong to the group of which j is a member, 

and 0 otherwise. 
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Table: 5.3 Results of the Extended Gravity Model-1 

EXTANDED GRAVITY MODEL 

 Independent Variable=Total Bilateral Trade 

Dependent variables POLS* FGLS** FEVD* Hausman-Taylor# 

lngdpi 0.824*** 

(0.00612) 

0.862*** 

(0.00743) 

1.446*** 

(0.00369) 

1.447*** 

(0.0500) 

lngdpj 0.813*** 

(0.00598) 

0.847*** 

(0.00716) 

1.370*** 

(0.00378) 

1.368*** 

(0.0584) 

lngdppcdif 0.00270 

(0.00740) 

0.00809* 

(0.00433) 

0.00234 

(0.00244) 

-0.00317 

(0.0114) 

lndiscapt -0.677*** 

(0.0127) 

-0.634*** 

(0.0137) 

-1.004*** 

(0.00490) 

-0.921*** 

(0.0848) 

gccdum -0.249*** 

(0.0632) 

-0.0801 

(0.0793) 

1.247*** 

(0.0185) 

1.768*** 

(0.449) 

gccexp 0.220*** 

(0.0326) 

0.244*** 

(0.0464) 

1.358*** 

(0.0119) 

1.352*** 

(0.179) 

gccimp 0.0603* 

(0.0330) 

0.134*** 

(0.0417) 

0.979*** 

(0.0115) 

0.969*** 

(0.172) 

contig 0.327*** 

(0.0510) 

0.117** 

(0.0494) 

-0.739*** 

(0.0147) 

-1.385** 

(0.543) 

comlang_off 0.335*** 

(0.0457) 

0.337*** 

(0.0561) 

0.318*** 

(0.0137) 

0.261 

(0.262) 

comlang_ethno -0.00594 

(0.0373) 

0.0220 

(0.0494) 

0.559*** 

(0.0124) 

0.486** 

(0.221) 

Constant -0.939*** 

(0.170) 

-2.260*** 

(0.179) 

-13.43*** 

(0.0796) 

-14.02*** 

(0.986) 

Observations 15,708 15,708 15,708 15,708 

Number of crypair  1,122 1,122 1,122 

r2_a 0.712  0.969  

F 4531 . 31385 . 

BP -LM test (POLS/REM)  73961.66 

(0.000) 

  

Hausman test 

(FEM/REM) 

  1759.9 

(0.000) 

 

p-value of Wald test 620000    

p-value of Wooldridge test  282.033 

(0.000) 

   

Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1. *standard errors are 

robust to  heteroskedasticity,**xtgls,corr(ar1)panels heteroskedastic) #Bootstrap 
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Results are different for different methods. Although the coefficients of the first three 

methods that are POLS and FGLS are highly significant and hold expecting sign, but 

methods indicate statistical errors in estimation for the same reasons that mentioned earlier 

in the basic model. So these methods are not efficient. Accordingly, this study considers the 

FEVD method for the interpretation of the results. The FEVD model fits the data well and 

explains 97 percent of the variation in bilateral trade across this sample of countries.  

The baseline variables (both GDP and distance) are very highly significant at 1 percent level 

of significance and have the expected signs. In accordance with the traditional results of 

estimates on gravity models, the size of partners as reflected by their GDP has a tangible and 

very significant effect on their trade.  

The variable indicating the difference in per capita GDP acts positively. This supports the 

H-O hypothesis against Linder hypothesis. That means trade increases in proportion to the 

increase in the difference in per capita income, but this effect cannot be considered because 

variable does not remain significant. This implies that the absolute GDPs do not motivate 

bilateral trade.  

The coefficient on the GDP variable is positive, statistically significant indicating that, 

holding everything else constant, the higher the GDP product (of a given country pairing) 

the higher is the bilateral trade between them and vice versa. Specifically, an income 

elasticity of 1.4 implies that, ceteris paribus, a 1 percent increase in the size of a country i 

would increase bilateral trade between them by 1.4 percent and vice versa, and a 1 percent 

increase in the size of a country j would increase bilateral trade between them by 1.4 percent 

and vice versa. 
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The estimated coefficient on distance has the expected negative sign and is statistically 

significant at 1 percent implies that, holding everything else constant, a 1 percent increase in 

distance between country pair would decrease bilateral trade between them by 1 percent. 

The coefficient on the dummy variable for a common border is estimated to be (-0.739) and 

highly significant at 1 percent level of significance. The implication is that, holding 

everything else constant, two countries that share a common border are estimated to engage 

in about 109 percent less trade than two countries who do not share a common 

border.{[exp(0.739)-1]*100=109}.  

 The coefficient on adjacency, at (-0.739), indicates that two countries sharing a common 

border have negative impact on trade which may be because of the same reasons that 

mentioned earlier in the augmented model. 

Sharing a common language increases trade by economically and statistically significant 

amounts at 1 percent. The estimated coefficient of the common language dummy is 0.318. 

The implication is that, ceteris paribus, two countries sharing linguistic links tend to trade 

roughly 37 percent more than they would be otherwise{[exp(0.318)-1]*100=37}.  

Sharing a common ethnicity increases trade by economically and statistically significant 

amounts at 1 percent level of significance. The estimated coefficient of the common 

ethnicity dummy is 0.559. The implication is that, ceteris paribus, two countries sharing 

ethnicity links tend to trade 75 percent more than they would be otherwise {[exp (0.559)-

1]*100=75}.  

Effects of RTAs 

This study finds that the dummy variable for intra-regional trade is statistically highly 

significant. The common membership of a RTA explains some amount of bilateral trade and 
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this variable has been improved from the augmented model. The coefficient on the dummy 

variable for regional trading arrangements is 1.247, implying that the GCC arrangements 

can lead to 248 percent increase, more than twice, in trade between members more than they 

would be otherwise{[exp(1.247)-1]*100=248}. It means that the degree to which GCC 

countries concentrate trade among themselves beyond what can be predicted from the 

gravity model, that is, from its economic and geographic characteristics is 248 percent. 

Since, GCC dummy tests intra-bloc trade (i.e. coefficient on GCC dummy represents the 

“intra-GCC bias”) and because the results show that the coefficient on GCC dummy is 

highly significant and positive, therefore GCC group is Intra-bloc trade creation. 

Furthermore, GCC Intra-bloc trade creation has stimulating effect on trade between partners. 

GCCexp measures the impact of the groupings on those exports destined for the rest of the 

world. This study finds that the dummy variable for GCCexp is highly significant at 1 

percent. The coefficient on GCCexp dummy variable is 1.358, implying that the GCC 

arrangements can lead to 288 percent increase in exports from GCC countries to the third 

party that is to the rest of the world, more than twice, more than they would be 

otherwise{[exp1.358-1]*100=288}. 

This study also finds that the dummy variable for GCCimp is highly significant at 1 percent 

level of significance. The coefficient on GCCimp dummy variable is 0.979, implying that 

the GCC arrangements can lead to 166 percent increase in imports of GCC countries from 

the rest of the world, more than they would be otherwise{[exp.979-1]*100=166}. 

Since GCCexp dummy tests GCC’s extra-bloc exports and because the coefficient on GCC 

dummy is highly significant and positive; so GCC group is export trade creation bloc but if 

it was negative it would have been export trade diversion bloc and exports to the rest of 
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world would have been replaced by intra-bloc trade. So GCC bloc is export trade creation 

and has stimulating effect on exports to the rest of the world.  

GCCimp captures the effects on imports coming from the rest of the world which is the 

extra-bloc imports. This study finds that the coefficient on GCC dummy is highly 

significant and positive and therefore GCC group is import trade creation bloc. In contrast, 

if the coefficient was negative it would have been import trade diversion bloc and imports 

from the rest of the world would have been replaced by intra-bloc trade. So GCC bloc is 

import trade creation and has stimulating effect on imports from the rest of the world due to 

the formation of GCC group. 

Does the GCC group generate trade creation / diversion and does it constitute building 

or stumbling bloc? 

Since GCC dummy tests intra-bloc trade (i.e. the coefficient on GCC dummy reflects the 

“intra-GCC bias”) and both 𝐺𝐶𝐶𝑖𝑚𝑝 , 𝐺𝐶𝐶𝑒𝑥𝑝 dummies reflect GCC's extra-bloc openness 

and as long as GCC dummy, 𝐺𝐶𝐶𝑖𝑚𝑝,and 𝐺𝐶𝐶𝑒𝑥𝑝 coefficients are positive, therefore this 

study finds that  GCC bloc is considered to be a trade creation bloc for the partners as well 

as for the rest of the world.  But the rest of the world has benefited more than the members 

because the sum of 𝐺𝐶𝐶𝑒𝑥𝑝 (extra bloc export) and 𝐺𝐶𝐶𝑖𝑚𝑝 (extra bloc import) effects is 

higher than the intra-bloc trade bias that is (288% +166% =454%) > 248 %. Therefore, 

Intra bloc trade is much lower than “GCC's extra-bloc openness.” 

As long as 𝐺𝐶𝐶𝑒𝑥𝑝 and 𝐺𝐶𝐶𝑖𝑚𝑝 are positive, the group constitutes a building bloc while if 

they are negative, it will be a stumbling bloc. When the sum of 𝐺𝐶𝐶𝑒𝑥𝑝 and 𝐺𝐶𝐶𝑖𝑚𝑝  is 

positive with one of the two coefficients being negative the group constitutes a building 

bloc, the extent of export creations being superior to the fall in imports, or import creations 
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exceeding the reduction in exports. Therefore, according to the results of this study, the 

group constitutes a building bloc.  

The dynamic effects of regional integration are frequently put forward to explain the 

simultaneous growth of intra-bloc trade and exports to the rest of the world. The creation of 

regional markets gives rise to increased competition, encourages innovation and allows the 

achievement of economies of scale. The new regionalism is accompanied in every case by a 

gradual decrease in customs duties and consequently adds an international element to the 

new competition. In the developing countries, the implementation of new groupings 

coincides with open trade reforms and the politics of attracting direct foreign investment.  

5.5.3.2 Extended Gravity Model-2 

Here the dependent variable is the natural logarithms of exports from country i to country j 

and the equation to be estimated is 

𝑙𝑛𝑋𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + +𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 + 𝛽5𝐺𝐶𝐶𝑑𝑢𝑚

+ 𝛽6𝐺𝐶𝐶𝑖𝑚𝑝 + 𝛽7𝐺𝐶𝐶𝑒𝑥𝑝 + 𝛽8𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟 + 𝛽9𝐶𝑜𝑚 𝐿𝑎𝑛𝑔

+ 𝛽10𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

FEVD method has been considered for the interpretation of the results for the same reasons 

which have been mentioned earlier.Both GDP and distance corresponding to exports are 

positive and highly significant at 1 percent level of significance, and have the expected signs 

except the absolute difference in per capita income which is not significant as earlier. 

Therefore, export flow is not stimulated by the rapprochement of the absolute GDPs. And 

all time invariant variables are highly significant at 1 percent level of significance, 

confirming their necessary inclusion in such an equation. 
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Table: 5.4 Results of the Extended Gravity Model-2 

 EXTANDED GRAVITY MODEL 

 dependent Variable=Natural Logarithm Of Export Flow From 

Country i to Country j 
Independent variables POLS* FGLS** FEVD* Hausman-Taylor# 

lngdpi 0.987*** 

(0.00893) 

0.938*** 

(0.00867) 

1.440*** 

(0.00622) 

1.441*** 

(0.0916) 

lngdpj 0.744*** 

(0.00699) 

0.784*** 

(0.00750) 

1.419*** 

(0.00531) 

1.416*** 

(0.0710) 

lngdppcdif 0.0108 

(0.00933) 

0.00830* 

(0.00496) 

0.00122 

(0.00371) 

-0.00660 

(0.0136) 

lndiscapt -0.755*** 

(0.0160) 

-0.694*** 

(0.0148) 

-1.070*** 

(0.00740) 

-1.013*** 

(0.0875) 

gccdum -0.165** 

(0.0735) 

0.00629 

(0.0928) 

1.265*** 

(0.0252) 

1.620*** 

(0.427) 

gccexp 0.432*** 

(0.0489) 

0.524*** 

(0.0656) 

1.241*** 

(0.0202) 

1.240*** 

(0.227) 

gccimp -0.168*** 

(0.0338) 

-0.0513 

(0.0401) 

0.964*** 

(0.0147) 

0.956*** 

(0.193) 

contig 0.263*** 

(0.0587) 

0.113** 

(0.0514) 

-0.769*** 

(0.0192) 

-1.210*** 

(0.459) 

comlang_off 0.459*** 

(0.0539) 

0.399*** 

(0.0603) 

0.440*** 

(0.0178) 

0.402 

(0.286) 

comlang_ethno 0.0216 

(0.0460) 

-0.00634 

(0.0536) 

0.561*** 

(0.0177) 

0.510** 

(0.208) 

Constant -2.497*** 

(0.215) 

-2.725*** 

(0.195) 

-14.34*** 

(0.127) 

-14.69*** 

(0.965) 

Observations 15,708 15,708 15,708 15,708 
Number of crypair  1,122 1,122 1,122 
r2_a 0.639  0.949  
F 3099 . 18535 . 
BP- LM test 

(POLS/REM) 
 73961.66 

(0.000) 

  

Hausman test 

(FEM/REM) 
  1759.9 

(0.000) 

 

p-value of Wald test  620000 

(0.000) 

   

p-value of 

Wooldridge test  
282.033 

(0.000) 

   

 

Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1. *standard errors are  

robust to  heteroskedasticity,**xtgls,corr(ar1)panels heteroskedastic) #Bootstrap 

 



161 
 

The FEVD model fits the data well and explains 95 percent of the variation in bilateral 

exports across this sample of countries. The coefficient on the GDP variable is positive, 

indicating that, holding everything else constant, the higher the GDP product (of a given 

country pairing) the higher is the bilateral export between them and vice versa. This means 

that 1 percent increase in the size of a country i would increase bilateral exports between 

them by 1.4 percent and vice versa. 

The estimated coefficient on distance has the expected negative sign and is statistically 

significant at 1 percent implying that, holding everything else constant, a 1 percent increase 

in distance between country pair would decrease exports from country i to country j by 1 

percent. 

The coefficient on the dummy variable for a common border is estimated to be (-0.769) and 

highly significant at 1 percent level of significance. The implication is that, holding 

everything else constant, two countries sharing a common border are estimated to have 

about 116 percent less bilateral exports than two countries who do not share a common 

border.{[exp(0.769)-1]*100=116}.  

Sharing a common language increases exports by statistically significant amounts at 1 

percent. The estimated coefficient of the common language dummy is 0.440. The 

implication is that, ceteris paribus, two countries sharing linguistic links tend to export 55 

percent more than they would be otherwise{[exp(0.440)-1]*100=55}.  

The estimated coefficient of the common ethnicity dummy is 0.561. The implication is that, 

ceteris paribus, two countries sharing ethnicity links tend to export 75 percent more than 

they would be otherwise {[exp (0.561)-1]*100=75}  .  
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Effects of RTAs 

This study finds that the coefficient on the dummy variable for regional trading 

arrangements is 1.265 which shows a 254 percent increase in GCC exports flow due to 

integration {[exp (1.265)-1]*100=254}. This means that the degree to which GCC countries 

concentrate exports among themselves beyond what can be predicted from the gravity 

model is 254 percent.  

GCCexp measures the impact of the groupings on those exports destined for the rest of the 

world. This study finds that the dummy variable for GCCexp is 1.241, implying that the 

GCC arrangements can lead to 246 percent increase in exports from GCC countries to the 

third party (the rest of the world), more than they would be otherwise{[exp1.241-

1]*100=246} 

This study also finds that the dummy variable for GCCimp is highly significant at 1 percent 

level of significance. The coefficient on GCCimp dummy variable is 0.964, implying that 

the GCC arrangements can lead to 162 percent increase in imports of GCC countries from 

the rest of the world, more than they would be otherwise{[exp.964-1]*100=162} 

Corresponding to the bilateral exports, since GCC dummy tests intra-bloc trade, and both 

𝐺𝐶𝐶𝑖𝑚𝑝, 𝐺𝐶𝐶𝑒𝑥𝑝 dummies reflect GCC's extra-bloc openness as well as all the coefficients 

of the three dummies are positive and highly significant, this study finds that GCC bloc is 

considered to be a trade creation bloc for the partners as well as for the rest of the world. But 

the rest of the world has benefited more than the members because the sum of 𝐺𝐶𝐶𝑒𝑥𝑝 (extra 

bloc export) and 𝐺𝐶𝐶𝑖𝑚𝑝 (extra bloc import) effects is higher than the intra-bloc trade bias 

that is (246% +162% =408%) > 254 %. Therefore Intra bloc trade is much lower than 

"GCC's extra-bloc openness." 
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5.5.3.3 Extended Gravity Model-3 

Here, the dependent variable is the natural logarithms of imports of country i from country j, 

the equation to be estimated is 

𝑙𝑛𝑀𝑖𝑗 = 𝛼 + 𝛽1𝑙𝑛𝐺𝐷𝑃𝑖 + 𝛽2𝑙𝑛𝐺𝐷𝑃𝑗 + +𝛽3𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 + 𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒 + 𝛽5𝐺𝐶𝐶𝑑𝑢𝑚

+ 𝛽6𝐺𝐶𝐶𝑖𝑚𝑝 + 𝛽7𝐺𝐶𝐶𝑒𝑥𝑝 + 𝛽8𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟 + 𝛽9𝐶𝑜𝑚 𝐿𝑎𝑛𝑔

+ 𝛽10𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

FEVD method has been considered for the interpretation of the results of this model for the 

same reasons which have been mentioned earlier. The baseline variables (both GDP and 

distance) corresponding to imports are positive and highly significant at 1 percent level of 

significance and have the expected signs except the absolute difference in per capita income 

which turned here to be highly significant at 1 percent level of significance  in favour of H-

O hypothesis but at very small magnitude. And all time invariant variables are highly 

significant at 1 percent level of significance affirming the importance of inclusion such 

variables in the equation. 

The FEVD model explains 93 percent of the variation in imports flow across this sample of 

countries. The coefficient on the GDP variable is positive, indicating that holding everything 

else constant, the higher the GDP product (of a given country pairing) the higher is the 

imports flow between them and vice versa. Specifically, 1 percent increase in the size of a 

country i would increase imports flow between them by 1.4 percent and vice versa. 

The estimated coefficient on distance (-0.997) has the likely negative sign and is statistically 

significant at 1 percent implying that, holding everything else constant, a 1 percent increase 

in distance between country pair would decrease imports flows of country i from country j 

by  almost1 percent. 
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Table: 5.5 Results of the Extended Gravity Model-3 

EXTANDED GRAVITY MODEL 

 dependent Variable=Natural Logarithm of Total Imports of Country i from 

Country j 

Independent variables POLS* FGLS** FEVD* Hausman-Taylor# 

lngdpi 0.761*** 

(0.00715) 

0.790*** 

(0.00697) 

1.444*** 

(0.00647) 

1.445*** 

(0.0890) 

lngdpj 1.012*** 

(0.00942) 

0.952*** 

(0.00761) 

1.384*** 

(0.00679) 

1.381*** 

(0.102) 

lngdppcdif 0.0215** 

(0.00964) 

0.0148*** 

(0.00498) 

0.0284*** 

(0.00459) 

0.0166 

(0.0219) 

lndiscapt -0.707*** 

(0.0160) 

-0.652*** 

(0.0131) 

-0.997*** 

(0.00818) 

-0.947*** 

(0.0880) 

gccdum -0.140** 

(0.0712) 

-0.0829 

(0.0791) 

1.200*** 

(0.0273) 

1.510*** 

(0.384) 

gccexp -0.123*** 

(0.0355) 

-0.0240 

(0.0392) 

1.144*** 

(0.0213) 

1.144*** 

(0.220) 

gccimp 0.271*** 

(0.0489) 

0.357*** 

(0.0498) 

0.869*** 

(0.0213) 

0.863*** 

(0.258) 

contig 0.287*** 

(0.0549) 

0.158*** 

(0.0460) 

-0.656*** 

(0.0206) 

-1.043*** 

(0.389) 

comlang_off 0.397*** 

(0.0509) 

0.332*** 

(0.0563) 

0.384*** 

(0.0194) 

0.352 

(0.275) 

comlang_ethno 0.0471 

(0.0435) 

0.0361 

(0.0510) 

0.554*** 

(0.0192) 

0.510** 

(0.241) 

Constant -3.524*** 

(0.221) 

-3.427*** 

(0.180) 

-14.79*** 

(0.146) 

-15.05*** 

(1.095) 

Observations 15,708 15,708 15,708 15,708 

Number of crypair  1,122 1,122 1,122 

 r2_a 0.640  0.933  

F 3227 . 16346 . 

BP- LM test 

(POLS/REM) 

 73961.66 

(0.000) 

  

Hausman test 

(FEM/REM) 

  1759.9 

(0.000) 

 

p-value of Wald test  620000 (0.000)    

p-value of Wooldridge 

test  

282.033 

(0.000) 

   

Robust standard errors in parentheses  *** p<0.01, ** p<0.05, * p<0.1*standard errors are  

robust to  heteroskedasticity,**xtgls,corr(ar1)panels heteroskedastic) #Bootstrap 

 

The coefficient on the dummy variable for a common border is estimated to be (-0.656) and 

highly significant at 1 percent level of significance. The implication is that, holding 

everything else constant, two countries that share a common border are estimated to result in 
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about 93 percent less imports flows than two countries who do not share a common 

border.{[exp(0.656)-1]*100=93}.  

Sharing a common language increases imports of country i from country j by economically 

and statistically significant amounts at 1 percent. The estimated coefficient of the common 

language dummy is 0.440. The implication is that, ceteris paribus, two countries sharing 

linguistic links tend to imports 46 percent more than they would be otherwise{[exp(0.384)-

1]*100=46}.  

Sharing a common ethnicity increases imports of country i from country j by economically 

and statistically significant amounts at 1 percent level of significance. The estimated 

coefficient of the common ethnicity dummy is 0.554. The implication is that, ceteris paribus, 

two countries sharing ethnicity links tend to import 74 percent more than they would be 

otherwise {[exp (0.554)-1]*100=74}  .  

Effects of RTAs 

According to the results of the study, the coefficient on the dummy variable for regional 

trading arrangements is 1.200 which shows a 232 percent increase in GCC bilateral imports 

due to the RTA. A more than twice-increase in imports from members more than they 

would be otherwise {[exp (1.200)-1]*100=232}. In other words, GCC countries concentrate 

imports from themselves beyond what can be predicted from the gravity model is 232 

percent.  

GCCexp measures the impact of the groupings on those exports destined for the rest of the 

world. This study demonstrates that the dummy variable for GCCexp is 1.144, implying that 

the GCC arrangements can lead to 214 percent increase in imports from GCC countries to 
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the third party (the rest of the world) more than twice, more than they would be otherwise 

{[exp1.144-1]*100=214} 

In the light of the results of the study, the dummy variable for GCCimp is highly significant 

at 1 percent level of significance. The coefficient on GCCimp dummy variable is 0.869, 

implying that the GCC arrangements can lead to 139 percent increase in imports of GCC 

countries from the rest of the world, more than they would be otherwise{[exp.869-

1]*100=139} 

Corresponding to the imports flows, since all the coefficients of the three dummies are 

positive and highly significant, this study confirms that GCC bloc is considered to be a trade 

creation bloc for the partners as well as for the rest of the world. But the rest of the world 

has benefited more than the members because the sum of 𝐺𝐶𝐶𝑒𝑥𝑝 (extra bloc export) and 

𝐺𝐶𝐶𝑖𝑚𝑝 (extra bloc import) effects is higher than the intra-bloc trade bias that is (214% 

+139% =353%) > 232 %. Therefore Intra bloc trade is lower than “GCC’s extra-bloc 

openness.” 

5.6 Yemen’s Trade Potential with the GCC Countries 

Having estimated the gravity model for bilateral trade flows, this study proceeds to estimate 

Yemen’s trade potential with the GCC countries. In this section, the workhorse gravity 

models estimate from the previous section are used to predict the magnitude of Yemen’s 

trade, export and import potential with the six-member Gulf Cooperation Council (GCC) 

countries, namely, Bahrain, Kuwait, Oman, Qatar, Saudi Arabia and United Arab Emirates 

(UAE), who are already members of GAFTA and are currently negotiating for preparing 

Yemen to have a membership by 2016. The workhorse gravity model of this study which is 

the extended gravity model has been used to analyze Yemen’s GCC trade flows and the 
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coefficients obtained are incorporated to predict Yemen’s potential with the GCC countries. 

This model has been estimated using the FEVD technique with panel data for the years 

1997-2010. The predicted ratio of trade potential (P) by the model and actual trade (A); 

which is, (P/A) is used to empirically study Yemen’s trade potential with GCC countries. If 

the value of P/A is more than one that means there is potential for trade expansion with the 

respective country. The absolute difference between trade potential and actual level of trade; 

that is, the value of (P-A) has also been used to define countries with potential for expansion 

of trade with Yemen. A positive value indicates future possibilities of trade expansion. 

In the literature, broadly two main approaches have been adopted to quantify the trade 

potentials. The first one derives out-of-sample trade potential estimates, i.e. the parameters 

for Yemen and its trading partners are estimated by a gravity model and then the same 

coefficients are applied to project the natural trade relations between Yemen and other 

countries. The difference between the observed and predicted trade flows should represent 

the unexhausted export potential. The second approach derives in-sample export potential 

estimates, i.e. all the trading partners are included in the regression analysis and the 

residuals of the estimated equation should represent the difference between potential and 

actual trade relations. Despite the approaches adopted, studies generally derive strong 

conclusions from the sign of the difference between potential and effective trade flows.  

This study is valuable as it evaluates whether Yemen still has some untapped trade potential 

with its GCC trading partners whom, both Yemen and GCC, belong to same operational 

trade agreement, GAFTA. Below is presented the extended gravity models which have been 

used for the analysis:  
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𝑙𝑛𝑇𝑇𝑖𝑗 = −13.4 + 1.41𝑙𝑛𝐺𝐷𝑃𝑖 + 1.4𝑙𝑛𝐺𝐷𝑃𝑗 + +0.002𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 − 1𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒

+ 1.2𝐺𝐶𝐶𝑑𝑢𝑚 + 0.98𝐺𝐶𝐶𝑖𝑚𝑝 + 1.4𝐺𝐶𝐶𝑒𝑥𝑝 − 0.74𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟

+ 0.32𝐶𝑜𝑚 𝐿𝑎𝑛𝑔 + 𝑜. 56𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

𝑙𝑛𝑋𝑖𝑗 = −14.3 + 1.4𝑙𝑛𝐺𝐷𝑃𝑖 + 1.4𝑙𝑛𝐺𝐷𝑃𝑗 + +0.001𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 − 1.1𝛽4𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒

+ 1.3𝐺𝐶𝐶𝑑𝑢𝑚 + 0.96𝐺𝐶𝐶𝑖𝑚𝑝 + 1.2𝐺𝐶𝐶𝑒𝑥𝑝 − 0.77𝛽8𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟

+ 0.44𝐶𝑜𝑚 𝐿𝑎𝑛𝑔 + 0.56𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

𝑙𝑛𝑀𝑖𝑗 = −14.8 + 1.4𝑙𝑛𝐺𝐷𝑃𝑖 + 1.4𝑙𝑛𝐺𝐷𝑃𝑗 + +0.03𝑙𝑛𝑃𝐶𝐺𝐷𝑃𝑑𝑖𝑓𝑓 − 0.99𝑙𝑛𝐷𝑖𝑠𝑡𝑎𝑛𝑐𝑒

+ 1.2𝐺𝐶𝐶𝑑𝑢𝑚 + 0.87𝐺𝐶𝐶𝑖𝑚𝑝 + 1.14𝐺𝐶𝐶𝑒𝑥𝑝 − 0.66𝐶𝑜𝑛𝑡 𝐵𝑜𝑟𝑑𝑒𝑟

+ 0.38𝐶𝑜𝑚 𝐿𝑎𝑛𝑔 + 0.55𝐶𝑜𝑚 𝑒𝑡ℎ𝑛𝑖𝑐 + 휀𝑖𝑗 

 

5.6.1 Yemen’s Trade Potential with GCC Countries 

Table 5.6 Yemen’s Trade Potential with GCC Countries 

 

 

 

Bahrain  Kuwait Oman  Qatar Saudi Arabia UAE 

  P/A   P-A   P/A   P-A   P/A   P-A   P/A   P-A  P/A   P-A   P/A   P-A  

1997                   

0.97  

     -           

(0.23) 

                  

1.13  

                  

1.29  

                  

1.02  

                  

0.24  

                  

0.78  

      -          

(2.08) 

                  

1.00  

                  

0.05  

                  

1.02  

                  

0.28  

1998                   

0.95  

  -              

(0.47) 

                  

1.01  

                  

0.11  

                  

0.96  

     -           

(0.44) 

                  

1.00  

    -            

(0.03) 

                  

1.00  

   -             

(0.03) 

                  

1.02  

                  

0.21  

1999                   

1.03  

                  

0.21  

                  

1.02  

                  

0.18  

                  

0.97  

     -           

(0.31) 

                  

0.96  

     -           

(0.34) 

                  

1.00  

    -            

(0.01) 

                  

1.01  

                  

0.07  

2000                   

1.04  

                  

0.37  

                  

0.96  

   -             

(0.45) 

                  

0.94  

     -           

(0.73) 

                  

0.84  

    -            

(1.44) 

                  

0.99  

    -            

(0.15) 

                  

1.02  

                  

0.29  

2001                   

0.88  

    -            

(1.15) 

                  

1.01  

                  

0.09  

                  

0.98  

     -           

(0.21) 

                  

0.93  

     -           

(0.64) 

                  

1.00  

     -           

(0.02) 

                  

1.01  

                  

0.15  

2002                   

0.84  

    -            

(1.73) 

                  

0.96  

  -              

(0.45) 

                  

0.98  

     -           

(0.18) 

                  

0.95  

    -            

(0.44) 

                  

0.99  

     -           

(0.11) 

                  

0.99  

    -          

(0.15) 

2003                   

0.86  

       -         

(1.46) 

                  

0.96  

     -           

(0.47) 

                  

0.97  

     -           

(0.32) 

                  

0.96  

     -           

(0.32) 

                  

0.99  

     -           

(0.09) 

                  

0.98  

     -           

(0.20) 

2004                   

1.21  

                  

1.58  

                  

1.04  

                  

0.49  

                  

1.03  

                  

0.28  

                  

0.98  

    -            

(0.22) 

                  

1.02  

    -            

0.20  

                  

1.01  

                  

0.13  

2005                   

1.07  

                  

0.61  

                  

0.98  

    -            

(0.29) 

                  

1.01  

                  

0.16  

                  

0.98  

    -            

(0.21) 

                  

1.00  

   -             

(0.03) 

                  

0.99  

   -             

(0.15) 

2006                   

1.06  

                  

0.56  

                  

0.99  

  -              

(0.08) 

                  

1.03  

                  

0.33  

                  

1.06  

                  

0.49  

                  

1.01  

                 

0.10  

                  

1.00  

     -           

(0.01) 

2007                   

1.04  

                  

0.34  

                  

1.00  

                  

0.04  

                  

1.01  

                  

0.16  

                  

1.08  

                  

0.66  

                  

1.00  

    -            

(0.01) 

                  

0.99  

    -            

(0.19) 

2008                   

1.02  

                  

0.22  

                  

1.00  

    -            

(0.01) 

                  

1.02  

                  

0.20  

                  

1.12  

                  

1.07  

                  

0.99  

    -            

(0.10) 

                  

0.97  

       -         

(0.42) 

2009                   

1.07  

                  

0.65  

                  

0.98  

     -           

(0.21) 

                  

1.04  

                  

0.46  

                  

1.15  

                  

1.30  

                  

1.01  

                  

0.12  

                  

1.00  

                

(0.02) 

2010                   

1.05  

                  

0.50  

                  

0.98  

     -           

(0.24) 

                  

1.03  

                  

0.37  

                  

1.27  

                  

2.19  

                  

1.01  

                  

0.07  

                  

1.00  

                  

0.01  
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As evident from the table, the workhorse (Extended) gravity model shows that the 

magnitude of Yemen’s trade potential is highest with Qatar, followed by Bahrain, and Oman 

in the recent years. According to 2010 data, all the values are positive for all GCC countries 

except Kuwait which has a negative value. So, Yemen does not have trade potential with 

Kuwait but has trade potential with the rest of the GCC countries. But this trade potential is 

shown as very tiny values which are all between 1.27 with Qatar and 1:00 with Saudi 

Arabia. Therefore, and according to 2010 data, currently Yemen can increase its trade with 

Qatar by 1.27 times and to Bahrain and Oman by 1.05, and 1.03 times respectively. 

Figure 5.1 Yemen’s Trade Potential with GCC Countries 

 

The table also shows Yemen’s trade potential with Kuwait is already exploited and the 

actual trades exceed potential trade in the recent years. This implies that currently Yemen is 

overtraded with Kuwait and Yemen has very limited potential with Saudi Arabia, and UAE 

as trade basket to these countries is not diversified and confined to limited number of items. 
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5.6.2 Yemen’s Exports Potential to GCC Countries 

For the fact that the difference between potential and actual trade are positive for Bahrain 

and Qatar in the recent years, hence, Yemen has unmet export potential with these two 

countries, the highest is with Bahrain followed by Qatar. Therefore, Yemen can increase its 

exports to Bahrain by 1.13 times and to Qatar by 1.12 times. The similarities in terms of 

resources endowments and production structures together with limited trade based on 

product differentiation have contributed significantly to the small export potential to the rest 

of GCC countries. 

Table: 5.7 Yemen’s Export Potential to GCC Countries 

 
Bahrain Kuwait Oman Qatar Saudi Arabia UAE 

 
P/A P-A P/A P-A P/A P-A P/A P-A P/A P-A P/A P-A 

1997 1.05 0.28 1.14 1.28 1.06 0.47 0.58 
-
(3.76) 1.03 0.30 1.12 1.06 

1998 1.04 0.22 1.01 0.10 1.12 0.83 1.28 1.20 1.05 0.51 1.13 1.20 

1999 1.21 1.03 1.02 0.17 1.06 0.46 1.87 2.63 1.00 0.03 1.06 0.60 

2000 2.58 3.67 0.96 
-
(0.46) 1.04 0.35 0.91 

-
(0.57) 1.01 0.12 1.04 0.38 

2001 0.69 
-
(2.74) 1.01 0.08 1.04 0.29 0.90 

-
(0.65) 1.00 0.02 1.12 1.12 

2002 0.68 
-
(2.89) 0.96 

-
(0.46) 0.92 

-
(0.69) 0.91 

-
(0.64) 0.98 

-
(0.18) 1.02 0.25 

2003 0.70 
-
(2.80) 0.96 

-
(0.47) 0.88 

-
(1.12) 0.92 

-
(0.57) 1.00 0.05 0.94 

-
(0.66) 

2004 1.13 0.76 1.05 0.49 1.02 0.15 1.09 0.53 0.99 
-
(0.10) 0.99 

-
(0.06) 

2005 1.08 0.48 0.98 
-
(0.29) 0.98 

-
(0.17) 0.90 

-
(0.73) 0.99 

-
(0.12) 0.95 

-
(0.59) 

2006 0.90 
-
(0.80) 0.99 

-
(0.07) 0.99 

-
(0.08) 0.98 

-
(0.15) 0.99 

-
(0.09) 0.95 

-
(0.58) 

2007 1.11 0.71 1.00 0.05 1.02 0.20 1.10 0.68 0.99 
-
(0.06) 0.94 

-
(0.72) 

2008 1.07 0.46 1.00 0.01 0.98 
-
(0.17) 1.07 0.52 0.99 

-
(0.10) 0.94 

-
(0.72) 

2009 1.12 0.77 0.98 
-
(0.20) 0.97 

-
(0.31) 1.09 0.66 0.98 

-
(0.20) 0.95 

-
(0.67) 

2010 1.13 0.87 0.98 
-
(0.23) 0.98 

-
(0.20) 1.12 0.86 0.99 

-
(0.17) 0.95 

-
(0.63) 
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Since the differences between the actual and potential trade are negative for the rest of the 

GCC countries, Yemen’s export potential to the rest of GCC countries has been exploited. 

And according to the recent years’ data, the actual trade exceeds potential trade as the 

economies of the GCC countries and Yemen are similar in factor endowments and all of 

them depend on oil product in their exports. So exports basket from these countries is not 

diversified and confined to limited number of items. 

Figure: 5.2 Yemen’s Exports Potential to GCC Countries 

 

 

5.6.3 Yemen’s Imports Potential from GCC Countries 

According to the recent years’ data, Yemen has unmet import potential with Qatar, Oman, 

and Bahrain, with Qatar is the highest followed by Bahrain and then Oman. Yemen has 

limited import potential from the rest of GCC countries like Saudi Arabia and Oman. 

Yemen’s import potential from Kuwait has been exploited, and according to the new 

available data, the actual trade exceeds potential trade. 
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Table: 5.8 Yemen’s Import Potential from GCC Countries 

 

Bahrain 

 

 Kuwait 

 

Oman 

 

 Qatar 

 

Saudi Arabia 

 

UAE 

 

 

 P/A   P-A   P/A   P-A   P/A   P-A   P/A   P-A   P/A   P-A   P/A   P-A  

1997 

   

0.96  

  -

(0.33) 

   

1.14  

    

1.29  

 

1.02     0.20  

   

0.89  

  -

(0.86)  1.00  

  -

(0.02) 

    

1.01  

    

0.16  

1998 

   

0.93  

-  

(0.58) 

   

1.01  

    

0.10  

 

0.95  

 -

(0.51) 

   

0.96  

  -

(0.33)  0.99  

  -

(0.15) 

    

1.01  

    

0.09  

1999 

   

1.01      0.09  

   

1.02  

    

0.17  

 

0.97  

- 

(0.38) 

   

0.91  

 - 

(0.67)  1.00  

-  

(0.03) 

    

1.00  

  -

(0.03) 

2000 

   

1.03      0.22  

   

0.96  

  -

(0.46) 

 

0.93  

- 

(0.80) 

   

0.81  

  -

(1.71)  0.98  

 -

(0.22) 

    

1.02  

    

0.25  

2001 

   

0.91  

 - 

(0.85) 

   

1.01  

    

0.09  

 

0.98  

- 

(0.26) 

   

0.90  

 - 

(0.82)  1.00  

  -

(0.05) 

    

1.00  

    

0.03  

2002 

   

0.84  

-  

(1.60) 

   

0.96  

 - 

(0.45) 

 

0.99  

- 

(0.15) 

   

0.93  

  -

(0.58)  0.99  

  -

(0.10) 

    

0.98  

-  

(0.23) 

2003 

   

0.88  

  -

(1.27) 

   

0.96  

  -

(0.47) 

 

0.98  

-

(0.24) 

   

0.95  

  -

(0.45)  0.99  

  -

(0.13) 

    

0.99  

  -

(0.15) 

2004 

   

1.22      1.62  

   

1.05  

    

0.49  

 

1.02     0.27  

   

0.94  

 - 

(0.48)  1.02  

    

0.29  

    

1.01  

    

0.14  

2005 

   

1.07      0.56  

   

0.98  

  -

(0.29) 

 

1.02     0.18  

   

0.97  

  -

(0.26)  1.00  

  -

(0.01) 

    

0.99  

  -

(0.09) 

2006 

   

1.09      0.76  

   

0.99  

  -

(0.07) 

 

1.03     0.36  

   

1.06      0.49   1.01  

    

0.15  

    

1.01  

    

0.09  

2007 

   

1.03      0.25  

   

1.00  

    

0.04  

 

1.01     0.15  

   

1.06      0.50   1.00  

  -

(0.00) 

    

0.99  

 -

(0.11) 

2008 

   

1.01      0.14  

   

1.00  

    

0.00  

 

1.02     0.22  

   

1.13      1.06   0.99  

  -

(0.11) 

    

0.97  

  -

(0.39) 

2009 

   

1.06      0.57  

   

0.98  

  -

(0.21) 

 

1.05     0.54  

   

1.16      1.32   1.02  

    

0.23  

    

1.01  

    

0.10  

2010 

   

1.04      0.41  

   

0.98  

  -

(0.24) 

 

1.04     0.42  

   

1.39      2.78   1.01  

    

0.14  

    

1.01  

    

0.13  

 

Yemen is the Gulf’s primary trade partner (constituting a primary market for 35 percent of 

its non-oil exports) and the GCC ranks first in terms of the origin of Yemeni imports which 

includes textiles, fabrics, furniture, electronics, medicines and oil products. According the 

Yemeni Ministry of Trade and Industry 2010, UAE topped the list of GCC importers of 

Yemeni products, followed by Saudi Arabia, who receives the Yemeni fish, squid, shrimp, 

honey, coffee, fruits and agricultural products while Kuwait comes third. 

However, all the model specifications consistently show no trade potential with UAE, Saudi 

Arabia and Kuwait. This implies that currently Yemen is overtraded with UAE, Saudi 

Arabia and Kuwait as they are the largest three trading partners of Yemen in the GCC and 
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Yemen’s export basket to these three countries is not diversified and limited to number of 

items and the same is found in GCC’s exports to Yemen. 

Figure: 5.3 Yemen’s Imports Potential from GCC Countries 

 

Where it is generally known that integration among countries with highly similar exports’ 

profiles is not likely to enhance regional integration. Further, there is a high export 

similarity between Yemen’s exports and GCC oil producing countries’ exports and the same 

case of similarity is found in terms of Yemen’s and GCC’s imports,  hence limiting the 

potential of expanding intra regional trade. Similarly, the fact that both Yemen and GCC 

states are members of the GAFTA and because of the fact Yemen has duty free access to the 

GCC markets since 2005 and GCC member States have duty free access to Yemen domestic 

market based on the schedule of its tariff dismantling commitments, this implies that joining 

GCC may not add anything in terms of market access to Yemen in this regard.  

Both parties Yemen and GCC states share low level of industrialization, a fact that justifies 

the low level of intra trade between GCC countries as seen in the fourth chapter. This low 

level of industrialization among the GCC states as well as in Yemen will decrease hopes of 

trade potential in the near future. If these economies develop and industrialize, trade among 
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them will perhaps automatically increase. Similarly, it can be said that agreeing to institute a 

mechanism for expanding trade will provide a better basis for industrialization and lead to a 

faster expansion of trade and other linkages among these economies. However, such a 

process will take a long time. 

5.7 Chapter Summary 

Globalization appears to be economic facts of life in the 21st century. The creation of the 

WTO with the objective to establish commercial rules at the global level supports the idea 

that regional economic arrangements, whose negotiation involves fewer transaction costs, 

will be the wave of the future. GCC is a relatively young integration project that emerges in 

response to these new developments. 

This chapter has analyzed the economic impact of the GCC on trade flows of member and 

nonmember and its impact on the welfare of participating nation. Gravity model has been 

estimated using different techniques with panel data for the years 1997-2010. Furthermore, 

the coefficients which obtained from the extended gravity model have been used to predict 

Yemen’s trade potential with GCC countries.  

The study used different panel methods to estimate the gravity equation. The most relevant 

estimates are those provided by the FEVD estimation method. This method permits to 

obtain unbiased coefficients and to capture the effects of time-invariant variables. As theory 

suggests, association agreements were found to have a positive and significant impact on 

trade flows between the participant countries. 

To check the robustness of the results, this study has first performed the regression with 

simple model without dummy variables and in the second regression the dummy variable of 

GCC has been added to examine the intra bias of GCC bloc. In the third regression the 
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dummy variables of GCC with the rest of the world have been added to examine the GCC 

extra bloc trade. It must be emphasized that in all the estimations (conditional to other 

variables) the FTA variable has a positive and statistically significant effect on bilateral 

trade regardless the estimation technique or sample of countries chosen, which provide 

evidence of the robustness of the results. 

This study finds that the gravity equation fits the data and delivers plausible elasticities of 

the variables and estimates for the other significant characteristics. All conventional gravity 

effects are reasonable in this analysis and all standard gravity variables (GDP and distance) 

seem to be highly significant statistically at the 1 percent level of significance. All variables 

have their expected signs except the Border variable. The dummy variable for RTA is highly 

significant. The common membership of an RTA explains some amount of bilateral trade 

over and above that explained by the other basic variables: size, bilateral distance, common 

borders and common language. The coefficients on the dummy variables for RTA for the 

different models were highly significant implying that the trading arrangement can lead to 

increase in bilateral trade as well as diversification of bilateral trading portfolio. 

All models have supported the result that GCC bloc is a trade creation bloc for the partners 

as well as for the rest of the world. But the rest of the world have benefited more than the 

members because the sum of 𝐺𝐶𝐶𝑒𝑥𝑝 (extra bloc export) and 𝐺𝐶𝐶𝑖𝑚𝑝 (extra bloc import) 

effects is higher than the intra-bloc trade bias. Therefore Intra bloc trade is lower than 

“GCC’s extra-bloc openness.” 

In this study Yemen’s trade potential with the six members of GCC states has been 

estimated using the workhorse extended gravity model. Panel data has been analyzed using 

FEVD estimation procedure. The analysis is based on majority of GCC’s and Yemen’s trade 

partners from different regions. 
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The extended gravity models have been used first to analyze the GCC trade flows. And the 

coefficients obtained are then used to predict trade potential for Yemen. The gravity model 

has been estimated using the different techniques with panel data for the years1997-2010. 

The dependent variables in all tests are total merchandise trade (exports plus imports in US 

dollars) between pairs of countries, exports, and imports in natural log form. The estimation 

results indicate that the magnitude of Yemen’s trade potential is highest with Qatar, 

followed by Bahrain, and Oman in the recent years. And according to 2010 data, currently 

Yemen can increase its trade with Qatar by 1.27 times and to Bahrain and Oman by 1.05, 

and 1.03 times respectively. 

All the model specifications consistently show no trade potential with UAE, Saudi Arabia 

and Kuwait. This implies that currently Yemen is overtraded with UAE, Saudi Arabia and 

Kuwait as they are the largest three trading partners of Yemen in the GCC and Yemen’s 

export basket to these three countries is not diversified and limited to number of items and 

the same is found in GCC’s exports to Yemen. Further, there is a high export similarity 

between Yemen’s exports and GCC oil producing countries’ exports and the same case of 

similarity is found in terms of Yemen’s and GCC’s imports,  hence limiting the potential of 

expanding intra regional trade. 

The failure of GCC states and Yemen to enhance their industrialization aspect will decrease 

hopes of trade potential in the near future. These countries need to develop and industrialize 

so that trade among them would perhaps increase. Furthermore, it can be said that 

establishing a mechanism for expanding trade will provide a better basis for industrialization 

and lead to a faster expansion of trade. 
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CHAPTER-VI 

REGIONAL ECONOMIC INTEGRATION AND FDI INFLOW: A 

CASE OF GCC COUNTRIES AND ITS IMPLICATIONS ON YEMEN 

6.1 Introduction 

The theoretical and empirical literature on REI and FDI that has begun to emerge over the 

past decade shows that REI leads to further (extra and to some extent intra-regional) FDI. It 

is obvious that FDI inflow is very important for the economic growth of developing 

countries. It is possible that a better understanding of the regional determinants could help 

policy makers to carry out effective policies and strategies to improve the overall investment 

environment, create attractive regional investment atmosphere in individual area and reduce 

the level of uneven regional FDI inflow. 

Membership to regional trading blocs had long been considered one method for developing 

countries to pursue economic growth. REI is expected to lead to increased intra-regional 

trade and the attraction of FDI. This in turn is expected to lead to the benefits associated 

with trade liberalisation in the form of a better allocation of resources within the bloc. 

Moreover, dynamic effects, such as technological transfer and assimilation of skills are 

expected to result in long-term growth. FDI plays the all-important role in the realisation of 

these dynamic effects.  

Recall that conventional wisdom dictates that a positive relationship exists between 

increased levels of international trade and economic growth. However, there is now a more 

qualified acceptance of the positive relationship between trade and growth. Trade is 

considered only one of the factors that may lead to economic growth. Trade liberalisation 

must be managed and supplemented with policy on investment to yield the results of long-

run economic growth. The policy intervention should be aimed at mitigating any negative 
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effects of liberalisation and at creating an enabling economic environment. Policy should be 

designed to attract the correct kind of investment. Most importantly, governments should 

create structures to ensure an absorptive capacity in the economy.  

Foreign direct investment has an increasingly important role in the development of capital 

deficient developing countries. This is because it is not only a stable source of foreign 

inflows, but it also helps in technological transfer and employment generation (Mottaleb and 

Kalirajan, 2010). Foreign direct investment also provides a viable way for developing 

countries to increase their savings and achieve economic growth. However, flows of foreign 

direct investment have varied across developing countries. While some of the developing 

countries have been successful in attracting considerable investment, capital inflows still 

elude most low income countries (Fayyaz Hussain, 2012). 

In recent years, emphasis has been put on the attraction of the Foreign Direct Investment 

(FDI) that has become a significant driver in the globalization process. Over the last decade 

it has grown at least twice as fast as trade.  Due to the obvious contribution of FDI inflow on 

the economic growth, a large number of studies have been developed to explain the root 

causes drawing FDI from home countries to host countries. Many economists used different 

approaches to investigate FDI determinants under the different assumptions. Overall, there 

is no single theory but an assortment of academic models attempting to illuminate FDI and 

the location decision of MNCs. Literature suggests there were factors that may contribute to 

FDI inflow. Among of these factors are market size, growth, export status, government FDI 

promotion policies, investment incentive, infrastructure, labour cost, the quality of labour, 

natural resources, global integration, business friendly environment of the host country, 

disposable income level and political stability. In the real world, MNCs invested in the 

locations where general environment are satisfied.  
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This chapter makes an attempt to understand the role of regional economic integration in 

attracting FDI to GCC countries, examines the investment climate in Yemen and GCC and 

explores the extent to which the GCC countries have benefitted from its economic 

integration in attracting the FDI. This chapter does also highlight the requirements that will 

enable Yemen to attract FDI which will enable it to get the benefit of the economic 

integration. The content the chapter is presented in to four sections. The first section brings 

out the relationship between REI and FDI. The second section analyses the trend of FDI 

inflow to GCC and Yemen. The third section analyses the investment climate and 

performance of Yemen and GCC. And in the fourth section empirical model will be used to 

determine the determents of FDI inflow into Arab countries; and to what extent GCC as a 

group is attracting FD Inflows. 

In this chapter the study aims to examine different factors responsible for variation in 

foreign direct investment in Arab countries. The study plans to use a model based on 

previous empirical papers that have been done on the determinants of foreign direct 

investment to developing countries. The study uses macro panel data of 16 of Arab countries 

including Yemen and GCC countries for last twelve years (2000-2011) to empirically 

address this question.  

In order to assess the quality of GCC and Yemen institutional framework among Arab 

countries, the study analyzes the empirical of country specific business environments using 

three indices. The first one is based on the statistical data of the six dimensions of 

Worldwide Governance Indicators (Voice and Accountability, Political Stability and 

Absence of Violence/Terrorism, Government Effectiveness, Regulatory Quality, Rule of 

Law, and Control of Corruption). The second one is based on doing business topics (starting 

a business, dealing with construction permits, getting electricity, registering property, 



180 
 

getting credit, protecting investors, paying taxes, trading across borders, enforcing contracts 

and resolving insolvency). These topics were mainly aggregated by the World Bank 

captured by the multinational companies and the non-governmental organizations (NGO’s). 

The third and last one is based on Unctad potential and attractiveness index. 

6.1.1 Effects of regional economic integration on international welfare 

 Bilateral trade liberalisation is a move towards free trade. The notion that any move 

towards free trade is a move in the right direction was questioned in the 1950s. According to 

Jacob Viner‘s work during the 1950’s, the creation of a RTA might have two possible 

effects, namely trade creation and trade diversion. The effects of regional economic 

integration on international welfare are two types: static effects and dynamic effects. 

6.1.1.1 The static effects of regional economic integration 

The basic theory of economic integration predicts that free trade will improve welfare by 

enabling citizens to produce goods from the cheapest source, leading to the reallocation of 

resources based on comparative advantage. According to customs union theory, these effects 

can be measured by using two concepts: trade creation and trade diversion. 

6.1.1.2 Dynamic effects of regional economic integration 

Many economists believed that FTAs have also dynamic effects. This kind of effects tries to 

determine the benefits of economic integration by an analysis of the long-run dynamic 

effects of integration: “The long-run dynamic effect resulting from integration is an increase 

in total market size, increasing returns to scale, accumulation of capital due to increased 

FDI, increased specialisation and the application of new technology and production 

methods, the development of people through improved education and better health services” 

(Thrilwall, 1999).  
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6.1.2 The “new regionalism” and its characteristics  

According to Majluf (2004), the 1960s and 1970s regionalism normally involved countries 

with similar levels of development. They were usually located in close geographical 

proximity and focused predominantly on trade in goods. Regionalism was understood as an 

instrument supporting national developmental policies. RTAs are now being negotiated in 

an international environment that is very different from the early days of RTAs. Ethier 

(1998) refers to the current wave of RTAs as ‘new regionalism’.  

According to Beer (2008), Ethier (1998), and Majluf (2004), new regionalism has the 

following characteristics. Firstly, it involves one or more developing countries linking up 

with a developed country. Secondly, the developing country will typically have made, or is 

making, significant unilateral reforms. Thirdly, the moves to free trade are not the focus of 

the arrangement. Fourthly, liberalisation achieved is primarily by the developing countries 

and not the developed country. The agreement therefore tends to be one sided. In the fifth 

place, integration will often be deep. The terms will not be confined to the reduction of trade 

barriers. It will also focus on harmonising or adjusting diverse assortments of other 

economic policies. Lastly, the arrangements are mostly spread over wider areas than the 

immediate geographical area, which was traditionally between neighbouring economies. 

The reason is that it is not common for developing countries to be in the same region as 

developed countries. 

According to Ethier, (1998) developing countries want to enter into a fairly one-sided 

agreement for the sake of the attraction of FDI. These countries view FDI as the key to 

successful entry into the multilateral trading system due to the advantages associated with 

FDI. Reforms are seen as a key factor in attracting FDI. Another factor is the confidence 

MNCs place in the fact that the developing countries will not back out of their attempted 
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reforms (Basu & Srinivasan, 2002). Moreover, reforms will only be successful if the 

reforming country is successful in attracting FDI. 

6.1.3 Foreign direct investment  

Economic trade theory predicts that capital will move from one country to another in 

reaction to differences in the marginal productivity of capital. In other words, capital will 

flow from where it is abundant to where it is scarce, or from countries where the rate of 

return is low to ones where it is high (Erwee & Venter, 2003). Countries that wish to 

compete for FDI should therefore create an environment that is friendly to MNCs locating in 

their jurisdictions. However, it is necessary to understand what drives MNCs to invest in a 

specific economy.  

Appleyard and Field (1995) drew a distinction between two types of capital movements, 

namely, FDI and foreign portfolio investment. With FDI the investors of the capital retain 

control over the invested capital in terms of the management of the subsidiary or plant and 

equipment. According to them foreign portfolio investment does not involve ownership or 

control, but the flow of what economists call financial capital rather than real capital. These 

flows of financial capital have their immediate impacts on balance of payments or exchange 

rates rather than on production or income generation. The distinction between foreign 

portfolio investment and FDI is important because portfolio investments are far more liquid 

than FDI. FDI implies a long-term relationship with the host country. The benefit of FDI is 

linked to this long-term relationship. These benefits are employment creation, increased 

competition leading to increased efficiency and new skills and technology transfers, all of 

which lead to accelerated economic growth (Jaumotte, 2004).  
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6.1.4 Types of foreign direct investment  

According to Campos and Kinoshita (2003), host country’s characteristics that attract FDI 

depend on the motive of the foreign investor. Three different types of FDI are distinguished. 

These are market seeking or horizontal FDI, asset or resource -seeking FDI, and efficiency-

seeking FDI. Market seeking FDI intends to serve local and regional markets and involves 

the replication of production facilities in the host country. For this reason it is also called 

horizontal FDI. The second type of FDI is common in the manufacturing sector where firms 

choose to locate in countries that offers natural or human resources, or other factors of 

production. These recourses may include raw materials or low cost labour. This type of FDI 

is referred to as resource seeking FDI. The efficiency seeking FDI occurs when the various 

activities of the firm can be governed more efficiently and effectively from different country 

locations than when it is centralised in one location.  

6.1.5 Policies required by developing countries in order to attract FDI  

According to Beer (2008) and Mlambo (2005) developing countries should implement 

policy changes if they hope to become more competitive in the attraction of FDI. In the first 

place, they need to improve the investment climate through policies aimed at a reduction of 

excessive regulation, protection and enforcement of property rights, the improvement of the 

quality of the bureaucracy and the reduction of corruption. Secondly, they need to improve 

the quality of education and physical infrastructure. Thirdly, trade liberalisation is required. 

The focus should be on lowering the cost of protection, reducing tariffs, eliminating 

quantitative restrictions and removing impediments to internal trade. Fourthly, much needs 

to be done to improve and harmonize their economic stability in terms of fiscal, monetary, 

financial and exchange rate policies. 
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According to Azzimonti and Sarte (2007) one of the major deterrents of FDI in developing 

countries is political instability. They point out that protection of property rights is of great 

importance. MNCs are especially cautious to the possibility of expropriation. Expropriation 

makes investing especially risky.  

In addition, Barclay (2004) notes that FDI facilitated development is only possible when the 

host country implements intervention policies to increase indigenous technological 

capabilities. If this is not done, Barclay (2004) warns, FDI-facilitated development may not 

be welfare enhancing to the host developing country. The right kind of FDI is required. She 

argues that success of FDI-facilitated development is highly dependent on government’s 

ability to upgrade its location bound attributes. Jensen (2006) confirms that the effects of 

FDI on structural change in the host developing country depend fundamentally on the 

conditions in the host country. Moreover, Jensen (2006) points out that FDI may have 

negative long-run effects on the host economy if it is not supplemented by FDI-facilitated 

developmental policy.  

6.1.6 FDI and its role in regional economic integration  

The basic analysis of RTAs amongst developing countries should not give so much 

importance to the evaluation of trade creation and diversion after bloc formation. Instead 

attention should be given to the RTA’s ability to ensure that the dynamic effects of trade 

liberalisation are achieved. That is to say that the economic growth is a likely result of bloc 

formation due to its ability to attract FDI (Ethier, 1998). This will only be possible if the 

RTA is able to attract FDI through policy reforms directed at FDI (Ethier 1998). In other 

words, the policy reforms should focus on the determinants of FDI. Quality and not only 

quantity of FDI is required for long-run dynamic effects, such as technology and skills 

transfers to take place (Lall & Narula, 2004). 
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Arab countries have a poor track record with the implementation and success of RTAs. 

Much is written in trade protocols and planning documents relating to RTAs. However, 

Arab countries have very little to show for their integration efforts. The reason is mainly a 

lack of finances and administrative capacity to implement the plans and protocols, especially 

in terms of the proliferation of RTAs and multiple memberships in different trading blocs. 

Moreover, loss in tariff revenue and adjustment costs is serious problem for many Arab 

countries.  

According to Beer (2008) new regionalism emphasizes the role of MNCs in REI. The 

characteristics of the new RTAs involve developing countries purchasing links with larger 

countries that involve deep integration, but that confer relatively minor trade advantages. 

The main purpose of this link is the attraction of FDI. If developing countries are able to 

implement policies directed at attracting FDI, the larger economy will be able to provide the 

economies of scale necessary to maximise profits for the investing MNC. These FDI 

facilitation policies shall be focused on creating the necessary capabilities to absorb the new 

technologies introduced by MNCs. A focus shall be placed on the quality of FDI. To this 

purpose governments can focus their marketing efforts on specific industries and even 

specific firms capable of creating industries of comparative advantage. It is very important 

to note that it is quality FDI and not quantity that is important.  

For Arab countries in general and Yemen in particular, it is a challenge to implement 

structural adjustment policies solely directed at the general determinants of FDI. Most of 

Arab countries lack the finances and administrative capacities to introduce successful REI in 

the first place. These countries are required to identify industries of comparative advantage. 

They are then required to identify MNCs which are industry leaders and whose strategic 

vision is aligned with the economic aspirations of the country. They must then, firstly 
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implement trade liberalisation policies in line with the requirement of the new RTA. 

Secondly, policies aimed at improving the investment climate in general must be 

implemented. Thirdly, policies must be implemented that will mitigate the effects of 

adjustment costs and political opposition to the changing environment. Fourthly, structures 

aimed at creating an absorptive technological capacity must be created.  

6.2 Trends in GCC and Yemen FDI 

The report “Investment Climate in Arab Countries (Dhaman) Report 2011” reveals a decline 

of FDI inflows to Arab countries in 2011 compared with 2010. The report attributes this 

decline to the ongoing political and social events which have been taking place in the region 

since the end of 2010, and also to the repercussions of the global economical and financial 

crisis. Global FDI inflows increased during the year 2011 to reach $1.5 trillion, dropping the 

Arab countries’ share from 5.2 percent in 2010 down to 2.8 percent in 2011. 

Table: 6.1 FDI flows, by region and economy, 2009–2011 (millions of dollars) 

 FDI inflows FDI outflows 

Region/economy 2009 2010 2011 2009 2010 2011 

Bahrain   257 156 781 -1 791 334 894 

Kuwait 1 114 319 399 8 582 5 065 8 711 

Oman 1 508 1 142 788 109 1 012 572 

Qatar 8 152 4 670 -87 3 215 1 863 6 027 

Saudi Arabia 32 100 28 105 16 400 2 177 3 907 3 442 

UAE 4 003 5 500 7 679 2 723 2 015 2 178 

GCC 47 106 39 891 25 959 15 014 14 169 21 824 

Yemen      129 -93 -713 66 70 77 

       

West Asia     66 276     58 193     48 682     17 886     16 448     25 353 

World 1197 824 1 309 001 1 524 422 1 175 108 1 451 368 1 694 396 

Developed economies   606 212   618 586    747 860    857 792    989 576 1 237 508 

Developing economies   519 225   616 661    684 399    268 476    400 144   383 754 

Sources constructed from UNCTADstat. 
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In 2011, FDI inflows increased in all major economic groups: developed and developing 

countries. Developing countries accounted for 45 percent of global FDI inflows in 2011. 

The increase was driven by East and South- East Asia and Latin America. East and South-

East Asia still accounts for almost half of FDI in developing economies. The rise in FDI 

outflows was driven mainly by the growth of FDI from developed countries. The growth in 

outflows from developing economies in the past several years appeared to lose some 

momentum in 2011 because of significant declines in flows from Latin America and the 

Caribbean and a slowdown in the growth of investments from developing Asia (excluding 

West Asia). (Unctad, 2012) 

As stated in Unctad report, Inflows to West Asia declined for a third year. They decreased 

by 16 percent to $49 billion in 2011, affected by both the continuing political instability and 

the deterioration of global economic prospects in the second half of 2011. The level is the 

lowest since 2005, when FDI flows stood at about $44 billion, and far below the record high 

of about $92 billion registered in 2008. 

  Fig: 6.1 FDI inflows, 2005–2011(Millions of dollars)       Fig: 6.2 FDI outflows 2005-2011 

 

 

Sources constructed from Unctadstat 
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According to the report, Gulf Cooperation Council (GCC) countries are still recovering from 

the suspension or cancellation of large-scale projects in previous years. They registered a 

drop of 35 percent in FDI inflows, which brought their share in the region’s total from 69 

percent in 2010 to 53 percent in 2011. Saudi Arabia– the region’s biggest recipient – ranked 

first among Arab countries as the largest host country for FDI inflows, with $16400 million 

and a 38.2 percent share of the total Arab FDI inflows for the year 2011, followed by the 

UAE with $7679 million and a 17.9 percent share. Saudi Arabia saw a 42 percent fall in 

2011 to $16 billion, which largely explains the overall decline. FDI flows to Oman and 

Qatar also decreased – reaching negative values in the latter – but those to Bahrain, Kuwait 

and the United Arab Emirates rebounded from relatively low values. Spreading political and 

social unrest has halted FDI inflows in Yemen which also reached to negative values.  

Some of the big and expensive projects that had prospered in these countries during the pre 

crisis period had to be suspended or cancelled when project finance dried up in the wake of 

the global financial crisis. After a period of calm and consolidation, projects started slowly 

coming back on line in 2010 but soon faced delays caused by the Arab uprising across the 

region during 2011, and by new uncertainties about global economic prospects.  

As of October 2011, the cancelled or suspended construction projects in the Middle East and 

North African market were estimated at $1.74 trillion, with $958 billion in the United Arab 

Emirates alone and $354 billion in Saudi Arabia. Construction was one of the most 

important areas for investment to have emerged in the last oil boom, and the pace of its 

activity is among the key indicators of investment behaviour in housing, tourism, 

infrastructure, refineries, petrochemicals and real estate, where foreign investment prospered 

during the boom years.  
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Table: 6.2 Distribution of FDI flows among economies in west Asia, according to the 

magnitude of their FDI flows. (2011) 

Range                                                   Inflows Outflows 

Above 

$10 billion 

Saudi Arabia, Turkey  

$5.0 to 

$9.9 billion 

United Arab Emirates Kuwait, Qatar 

$1.0 to 

$4.9 billion 

Lebanon, Iraq, Jordan, 

Syrian Arab Republic 

Saudi Arabia, Turkey, 

United Arab Emirates 

Below 

$1.0 billion 

Oman, Bahrain, Kuwait, 

Palestinian Territory,  

Qatar, Yemen 

 

Lebanon, Bahrain, Oman, 

Iraq, Yemen, Jordan, 

Syrian Arab Republic, 

Palestinian Territory 

 Sources: World Investment Report 2012 

 According to the report increased oil revenues helped boost FDI outflows. FDI outflows 

from West Asia rebounded by 54 percent in 2011(figure 6.2) .The rise in oil prices since the 

end of 2010 made more funds available for outward FDI from the GCC countries. 

FDI prospects are still negative for inward FDI to the region. UNCTAD projects that FDI 

inflows will continue declining in 2012, as uncertainties at the global and regional levels are 

likely to cause foreign investors to remain cautious about their investment plans in the 

region. 

Yet the share of the Arab region from global FDI remained low, not exceeding five percent. 

It also has not reached the required level considering the massive financing needs in the 

Arab countries. This means that the Arab world is still suffering from investment obstacles 

and this should prompt them to carry out more reforms, particularly in the field of 

improving the business environment. Currently, the level of foreign investment in the GCC 

is unstable and mostly concentrated in the oil and gas sectors, followed by the financial 

services and transportation sectors. The level is the lowest since 2005. It is also below the 

record high FDI flow in 2008.  
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In the longer term, the concentration of oil wealth in the region and the strategic need to 

further reduce economic dependence on the oil and gas sectors through economic 

diversification that will create additional business opportunities and revive the region’s 

attractiveness for foreign investors (Unctad,2012). Economic diversification has recently 

taken high political priority in West Asia as the lack of job prospects for a rapidly growing, 

educated and young population was a key trigger of political unrest. The oil-rich countries 

saw in the surge of oil prices in the early 2000s an opportunity for change. In 2001, the six 

GCC members signed an economic agreement aiming to boost their diversification efforts 

by encouraging the private sector, including foreign investors to play a more active role and 

implementing liberalization measures to this end. 

GCC countries clearly experienced higher growth in their non-oil sectors during the 2000s 

(IMF, 2011), and the shift in their FDI policy allowed foreign direct investors to participate. 

Progress in equal treatment of GCC-country citizens - in freedom of movement, work, 

residence, economic engagement, capital movement and real estate ownership – has spurred 

intra-GCC FDI, which has helped develop services activities. Despite this progress, 

hydrocarbons still dominate real GDP and export revenues, and therefore the expansion of 

the non-oil sectors has not meant a decline in dependence on oil. A High growth rates in 

non-oil activities have created relatively few job opportunities for national workforce to 

assuage the high unemployment rates and reliance on government posts. This might indicate 

a mismatch between career aspirations and available opportunities, on the one hand, and 

between the skills required by the private sector and those available in the workforce, on the 

other. (UNCTAD, 2012) 
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6.3 Evaluation of Yemen and GCC Countries Business Environment 

The new world is becoming integrated at a rapid pace and there is very high competition 

worldwide and cross-countries. Multinational companies are seeking for accurate 

information to increase their investment and overcome cross-border challenges. Risk is very 

high to start new business in foreign countries if there is a lack and misinterpretation of the 

information. In addition individual foreign investors usually suffer the lack of information 

they need same as any multinational company in regard to the business environment. Each 

country has different business environments in regards to the difference of the set of 

conditions social, legal, economical, political or institutional that is uncontrollable in nature 

and affects the functioning of organization. However, in the last two decades the 

cooperation of international organizations (i.e. World Bank, United Nation, and IMF) 

worldwide brought new world form with availability of information which helps in 

understanding the economic situation in individual country. 

6.3.1 Defining the Worldwide Governance Indicators (WGI) 

The Worldwide Governance Indicators (WGI) are a research dataset summarizing the views 

on the quality of governance provided by a large number of enterprise, citizen and expert 

survey respondents in industrial and developing countries. The Worldwide Governance 

Indicators (WGI) consists of six composite indicators of broad dimensions of governance 

covering over 213 countries since 1996 (Kaufmann et al. 2010). 

WGI’s define governance as “the traditions and institutions by which authority in a country 

is exercised”. This includes: 

1. The process by which governments are selected monitored and replaced; 

             a. Voice and Accountability, 

             b. Political Stability and Absence of Violence/Terrorism, 
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2. The capacity of the government to effectively formulate and implement sound policies; 

             a. Government Effectiveness, 

             b. Regulatory Quality, 

3. The respect of citizens and the state for the institutions that govern economic and social 

interactions are among them: 

             a. Rule of Law 

             b. Control of Corruption. 

The WGI’s construct four measures of governance corresponding to each of these three 

areas which resulting in a total of six dimensions of governance. The six aggregate 

indicators are reported in four ways, but the percentile rank which ranks from 0 to 100 (the 

higher values corresponding to better outcomes) will be used to describe the six indictors in 

Yemen and GCC. The ranks of the six dimensions of the WGI’s in Yemen and GCC are 

explained as follows: 

6.3.1.1 Voice and Accountability (VA) 

VA indicator accounts for capturing perceptions of the extent to which a country's citizens 

are able to participate in selecting their government, as well as freedom of expression, 

freedom of association, and a free media.  

Figure (6.3) illustrating the VA of 2011 for each Arab country rank including Yemen and 

GCC comparing to the rest of the world. The Arab world is performing very poorly in 

regards to the VA indicator and is considered to be the lowest level comparing to the rest of 

the world, which is proving the power of the government to control the local citizen 

freedom. However, it is very substantial information to link this indicator result with the 

Arab Spring of 2011. 
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Fig: 6.3 Voice & Accountability Rank in the Arab World, 2011 

Source: constructed from The Worldwide Governance Indicators data base of the World 

Bank. 

  

The VC of WGI of 2011 in four countries of GCC region is below 20 and only Kuwait ranks 

30, Yemen and Saudi Arabia ranks are 9 and 2.5 respectively. Since majority of the Arab 

countries are considered as authoritarian countries and only few of them are hybrid regimes. 

6.3.1.2 Political Stability and Absence of Violence/Terrorism (PV) 

Several studies indicate the political stability is one of the most important motives attracting 

FDI. Aharoni (1966) noted that political instability is the most important factor affecting 

FDI decisions because political instability combined with uncertainty and therefore 

turbulent profits that also restated by Bollen, Kenneth and Scott (1982) as political 

instability reduces FDI flows.  

The 2011 indicator of the PV in the Arab world shows that the ranks of four countries of 

GCC (Qatar, UAE, Oman, Kuwait) are over 58 and below 90, Qatar is the highest among 

all, (figure 6.4).Yemen performing very poorly in regards to the PV indicator. It ranks 20 

out of Arab Countries and 1.2 ranks among of the world.  
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Fig: 6.4 Political Stability and Absence of Violence/Terrorism rank of the Arab 

World, 2011 

 
Source: constructed from The Worldwide Governance Indicators data base of the World 

Bank. 

 

In addition, the 2011 Arab Spring or the Arab Revolutions shows the instability of the 

political situation and the increase of violence in Arab World. If we link this indicator to the 

FDI inflows in (table 6.1), the result asserts the importance of the indicator on FDI inflows 

especially in the case of Yemen where the 2011 political instability and uprising result in 

negative FDI inflow in 2010 and 2011.  

6.3.1.3 Government Effectiveness (GE) 

It is capturing perceptions of the quality of public services, the quality of the civil service 

and the degree of its independence from political pressures, the quality of policy formulation 

and implementation, and the credibility of the government's commitment to such policies. It 

is important to notice that the empirical data of GE indicator rank of the GCC region are the 

highest among all other Arab countries, UAE, Qatar, Oman and Kuwait rank between 50 

and 77.7, Saudi Arabia 40.7, but Yemen rank only 11.8 (figure 6.5).   
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Fig: 6.5 Government Effectiveness rank of the Arab World, 2011. 

 Source: constructed from The Worldwide Governance Indicators data base of the World 

Bank. 

 

The intervention from the governments of GCC countries and their commitment in the 

public services, infrastructure and the construction of the mega projects reflect the fact of 

this indicator. Indeed, the GCC region is having the highest infrastructure comparing to any 

other Arab countries. Since the main economic source of the GCC region is the petroleum 

and these countries have a high share of the world oil production, there is no doubt the GCC 

governments will increase the civil services and develop the economic situation which is 

considered as a favour business environment to foreign investor.  

6.3.1.4 Regulatory Quality (RQ)  

It is capturing perceptions of the ability of the government to formulate and implement 

sound policies and regulations that permit and promote private sector development. (Figure 

6.6) illustrates the RQ indicator of Arab World in 2011. It is clear that Bahrain is the top 

rank with 75.1 while the GCC region ranked over 50 percent. We can understand that from 

what has been mentioned above about the GCC region development and the facilities that 

GCC government give to the private sector to encourage their business, the regulatory 

quality is very high while in Yemeni it is still poor ranking 23.2. 
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Fig: 6.6 Regulatory Quality rank of the Arab World, 2011 

 
Source: constructed from The Worldwide Governance Indicators database of the World 

Bank. 

6.3.1.5 Rule of Law (RL)  

Capturing perceptions of the extent to which agents have confidence in and abide by the 

rules of society, and in particular the quality of contract enforcement, property rights, the 

police, and the courts, as well as the likelihood of crime and violence.  

Figure: 6.7 Rule of Law Rank in the Arab World, 201 

 

Source: constructed from The Worldwide Governance Indicators data base of the World 

Bank. 
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It is important and sensitive for investors to take into account that the RL indicator is crucial 

to be considered (figure 6.7). Usually MNC firms are seeking for the right information about 

the property rights and the power of law in the country before they decide to invest in a 

foreign environment. However, majority of Arab countries ranked over 50 but Yemen 

performance is among the lowest ranking 8.9 only. 

6.3.1.6 Control of Corruption (CC)  

Capturing perceptions of the extent to which public power is exercised for private gain, 

including both petty and grand forms of corruption, as well as capture of the state by elites 

and private interests. For individual and multinational foreign investor it is substantial pillar 

to watch the CC level before they start up their business in any foreign country. Majority of 

the MNC’s lost too much money to bribe the local government and local citizen to get their 

deals done. 

Figure: 6.8 Control of Corruption rank in the Arab World, 201  

 
Source: constructed from The Worldwide Governance Indicators data base of the World 

Bank. 
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We have seen that there is a little correlation in some of the six indicators between countries 

in the Arab world especially in the highest receiver of FDI flows and in particular the GCC 

region. However, those indicators can give the foreign and local investors a general 

overview about the situation of the World.  

6.3.2 Performance of Yemen’s WGI between 2000 and 2010 

RQ indicator rank of Yemen in 2010 compared to 2000 shows that the rank situation has 

improved by 38 percent. And rule of law indicator although has experienced a decrease 

between 2009 and 2010, but in general it also has achieved improvement by 131 percent. 

But regarding to the other indicators, Yemen performance was very poor and decreasing 

amongst the last 10 years which means that the business environment changed to the worst 

instead of the improvement as the rest of the world who appreciates the importance of FDI 

inflow as sources of economic growth specially developing countries.  

Fig: 6.9 Development in the WGI in Yemen between 2000and 2010 

 
Sources constructed from World Bank data base 
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Among of all indicators political stability and absence of violence was the one which 

experienced a dramatic decrease in 2009 and 2010. This explains the negative values of FDI 

inflows to Yemen at the same period. According to FDI intelligence report, the political 

turmoil of 2011 led to some dramatic changes in the volume of FDI in the most affected 

countries by the Arab Spring uprisings. The number of FDI projects in Yemen declined by 

80 percent. 

          6.3.3 Investment (Business) Environment in Yemen and GCC 

It is important for investors to evaluate the business environment if they are trying to 

improve their economic regulatory environment for business. The best choice to start is to 

find out how it compares with the regulatory environment in other economies. However, the 

‘Doing Business’ indicators of 183 countries consider among the top business evaluation 

applied to domestic small and medium-size businesses through their life cycle and how easy 

or difficult it is for a local entrepreneur to open and run their business when complying with 

relevant regulations. To evaluate the business environment of Doing Business in Yemen and 

GCC it is required to know the rank of each country from 1 to 183 by the ease of Doing 

Business index. For each economy the index is calculated as the ranking on the simple 

average of its percentile rankings on each of the topics included in the index in Doing 

Business of 2013.  

The most substantial information needed from Doing Business index is to know the country 

rank and by knowing that it will be easy to understand which country offers highest services 

to investors comparing to others in regards to business environment and how easy or 

difficult to open the business. 
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6.3.3.1 Doing Business Definition 

Doing Business is investigating the regulations that enhance business activity and those that 

constrain it. Doing Business presents quantitative indicators on business regulation and the 

protection of property rights that can be compared across 183 counties. Regulations 

affecting different areas of the life of a business are covered: starting a business, dealing 

with construction permits, getting electricity, registering property, getting credit, protecting 

investors, paying taxes, trading across borders, enforcing contracts, resolving insolvency or 

closing business and employing workers ( World Bank Doing Business Report ,2012). 

It is very substantial to consider the condition for FDI within a broader context, given that 

policymakers and governments across the world were confronted with major challenges in 

2012, ranging from an unstable financial sector and rising unemployment to tightening of 

fiscal policies and rising public debt. According to the World Bank’s Doing Business 2012 

report, reformers in the Arab world focused on easing business start-ups, dealing with 

construction permits and trade across borders, as well as improving the efficiency of 

commercial dispute settlements.  

Many countries of the Arab world have been changing their policy of investment and their 

economic situation has been improved. Yet, there have been many barriers facing foreign 

investment 

6.3.3.2 Ease of doing business index  

It is an aggregate ranking based on DB indicator sets that measures and benchmarks 

regulations applying to domestic small to medium-size businesses through their life cycle. 

This ranking tells much about the business environment of each individual country from the 

World, but it does not tell the whole story because it does not measure all aspects of the 
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business environment that matter to firms and investors or that affect the competitiveness of 

the economy. Still, high ranking does mean that the government has created a regulatory 

environment conducive to operating a business. Investors are seeking for the proper business 

environment to increase their profit and protect their business infrastructure. Figure 6.10 

shows how the economies of GCC countries and Yemen ranking on the ease of doing 

business index (World Bank, Doing Business in the Arab World report, 2012). 

Fig: 6.10 Yemen and GCC Countries Rank on the Ease of Doing Business Comparing 

to the rest of Arab Countries, 2013 

 
Source: constructed from The Worldwide development Indicators data base of the World 

Bank. 
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Over the past six years, 163 economies have made their regulatory environment more 

business-friendly. China, India, and the Russian Federation are among the 30 economies that 

improved the most over time. Governments around the world are increasingly using 

technology to improve the efficiency of services and increase the accountability of public 

officials. Half of the Arab countries have serious lack of technology in particular the LDC’s. 

The MNC’s and foreign investors are looking for the specific environment to adopt their 

business with. For example, some MNC’s seeking for the constant of getting electricity 

without power cut for not damaging the product and it can be very crucial point. MNC’s and 

investors can learn much by comparing the indicators for their economy with those for the 

lowest- and highest-scoring economies in the region as well as those for the best performers 

globally. These comparisons may reveal unexpected strengths in an area of business 

regulation such as a regulatory process that can be completed with a small number of 

procedures in a few days and at a low cost. GCC countries have taken very serious step to 

get the boarder for foreign investors opened. They even compete between each other for 

having the best infrastructure and more developed construction ever. Saudi Arabia proves 

itself in the Arab world by confirming that its environment is the best. And that may explain 

why Saudi Arabia receives the highest inflow among other Arab countries. 

6.3.4 FDI Attraction and Potential Indices 

UNCTAD has regularly published its FDI Attraction and Potential Indices in its annual 

World Investment Report since 2002. This year’s report proposes a number of changes in 

the Indices to strengthen their potential use as tools for policymakers and adds a new index 

to measure the extent to which FDI contributes to economic development in host countries. 

But unfortunately the contribution index will not be used in the study because the 

assessment available for Saudi Arabia and UAE only. 
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6.3.4.1 Attraction Index 

The Inward FDI Attraction Index ranks countries by the FDI they receive in absolute terms 

and relative to their economic size. It is the average of a country’s rankings in FDI inflows 

and in FDI inflows as a share of GDP. The Attraction Index can be calculated using FDI 

flows, to measure success in attracting FDI in a given year, or using FDI stocks (or average 

flows over a certain period) to look at a longer time frame. For policymakers, looking at a 

longer time frame is more relevant because (i) FDI flows can fluctuate significantly year on 

year, (ii) direct investment decisions can span more than one year and imply long-term 

commitments, and (iii) policy initiatives and tools to improve FDI attraction generally take 

time to have an effect. This year’s WIR therefore looks at FDI flows over the 2009–2011 

periods.  

6.3.4.2 Potential Index 

 The Inward FDI Potential Index captures four key economic determinants of the 

attractiveness of an economy for foreign direct investors. These determinants are the 

attractiveness of the market (for market-seeking FDI), the availability of low-cost labour and 

skills (to capture efficiency-seeking FDI), the presence of natural resources (resource-

seeking FDI), and the presence of FDI-enabling infrastructure. Countries can be ranked 

according to their attractiveness for FDI on each of these broad determinants using a range 

of proxy indicators. 

Countries have been categorized in homogeneous groups (quartiles) with similar levels of 

attractiveness for each determinant. An overall FDI Potential Index is obtained by 

combining the score on all four determinants, using equal weights. For countries to be 

included in the ranking on individual determinants at least three indicators must be available 
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per determinant. UNCTAD’s choices are based on relevance for developing countries, 

especially LDCs, leading to the exclusion of indicators such as R&D expenditures or 

patents. 

6.3.4.3 FDI Attraction and Potential matrix 

The ranking of economies in UNCTAD’s FDI Attraction Index measures countries’ success 

in attracting FDI over a rolling three-year period. This ranking has seen some significant 

changes in Saudi Arabia rank in 2011. Saudi Arabia dropped out of the top 10 during the 

year, falling to 12th place. A number of resource rich countries also feature in the higher 

ranks of the index, as resource-seeking FDI essentially ignores host-country size (as well as 

other determinants of FDI). Comparing performance in attracting FDI over the past three 

years with the UNCTAD FDI Potential Index (figure 6.11) yields two groups of economies 

that have attracted significantly more – or significantly less – FDI than could be expected on 

the basis of their economic determinants alone.  

From the matrix, the “above-potential” economies are countries with low potential and high 

attractiveness; it includes resource-rich countries that exceeded expectations. They also 

include small economies, such as small island developing States, where single large 

investments can make a big impact on performance in attracting FDI (and, more 

importantly, on their economies) or that have created specific locational advantages, either 

in the investment or tax regime or by providing access to larger markets (e.g. through 

Djibouti’s sea port).The “below-potential” group includes a number of economies with high 

potential and low attractiveness that have traditionally not relied much on foreign 

investment for capital formation, such as Japan and the Republic of Korea, or that are 

traditionally low recipients of FDI, such as Italy.  
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Figure: 6.11 FDI Attractions and Potential Matrix 

                   Source, world investment report 2012 

A summary of the classification of the GCC and Yemen countries according to their FDI 

attraction and FDI Potential is shown in Figure (6.12). The data shown relates to three years 

period. It is remarkable that Bahrain, Kuwait and UAE are classified as operating below 

expectation, on the basis of the determinants of FDI potential as defined by UNCTAD, these 

countries have significant FDI potential due to their relatively high levels of GDP per capita 

(especially in the smaller countries such as Kuwait and Qatar), a high share of exports, rapid 

growth in GDP and a significant share in the world market for natural resources. However, 

their FDI performance has been relatively poor. Whereas Yemen has not attracted 
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significant FDI flows. The remaining countries display a combination of strong FDI 

potential and attractiveness, with Saudi Arabia which ranks the top quartail attractiveness 

countries, and Qatar with high attraction index.  

Fig: 6.12 Yemen& GCC, FDI attraction index vs. FDI potential index matrix2011  

Country FDI Attraction Index FDI Potential Index Unctad Classification 

Bahrain  Fourth quartial group Second quartial group Below expectations 

Kuwait Fourth quartial group Second quartial group Below expectations 

Oman                  _                  _                  _ 

Qatar Second quartial group Second quartial group In line with expectations 

SaudiArabia first quartial group first quartial group In line with expectations 

UAE Second quartial group First quartial group Below expectations 

Yemen Fourth quartial group Third  quartial group Below expectations 

Sources constructed from World investment report 2012 

6.4 Model Specification and Econometric Methodology 

            6.4.1 Method Selection  

The panel data estimation is selected to capture the dynamic behaviours of the parameters 

and to provide more efficient estimation and information of the parameters.  Secondary 

panel data has been used for the study and has been collected from credible international 

organizations. As mentioned in the chapter four, a typical approach to overcome issues of 

heterogeneity is to use panel data and perform either random or fixed effect estimation. 

Hence, three different estimation techniques namely Pooled Ordinary Least Squares method 

(POLS), Fixed Effects method and Random Effects method will be applied on the model to 

get efficient estimate and different test will be applied in order to choose the appropriate 

method to this sample data. Since individual heterogeneity is generally viewed as fixed 
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across time, the observation of individuals at several time points allows researchers to 

statistically control the heterogeneous factors without having to directly observe or quantify 

them. Inevitably, when important explanatory variables are unavailable, estimation by 

ordinary least squares (OLS) will result in biased estimates. Both the RE model and pooled 

OLS yield inconsistent and biased estimates when regressors are correlated with the unit 

effects. Another alternative is the fixed effect model. FE models consider the unobserved 

factors affecting the dependent variable as consisting of two types: those which do not 

change over time but vary across units, and those which vary both over time and units. 

Finally to determine which of the two alternative models (fixed versus random effects) 

should be chosen, the study uses Hausman’s (1978) specification test. 

In this study, Hausman test has been used to decide between fixed or random effects. This 

test basically tests whether the unique errors (ui) are correlated with the regressors. The 

result of this test shows that the p-value of the Hausman test is not significant; it is > 0.05, 

so the study failed to reject the null hypothesis (ui and regressors are not correlated) in 

favour of the Random effect model.  

In the present study Breusch-Pagan Lagrange multiplier (LM) has been used to decide 

between a random effects regression and OLS regression. The result of this test shows that 

the p-value of the likelihood-ratio (LR) test is <0.05 (i.e. significant). So the null hypothesis 

of no evidence of significant differences across countries will be rejected and concludes that 

OLS model is not appropriate, and random effects model is better. 

Wald test has also been used to test whether this data sample has the problem of 

heteroskedasticity or variance is constant across the sample. The p-value of Wald test is 

<0.05 (i.e. significant), so the null hypothesis of homoskedasticity (or constant variance) 

will be rejected and concludes the presence of the problem of heteroskedasticity.  
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Serial correlation causes the standard errors of the coefficients to be smaller than they 

actually are and higher R squared. A Lagram-Multiplier test has been used to check for 

serial correlation. The p-value of Wooldridge test for autocorrelation is <0.05 (i.e. 

significant), so the null hypothesis of no serial correlation will be rejected and concludes the 

presence of the problem of serial correlation. 

Pesaran CD test has also been used to test whether the reseduals are correlated across 

entities. Cross-sectional dependence can lead to bias in tests results. The null hypothesis is 

that residuals are not correlated. And because 0.04< 0.05 so the null hypothesis will be 

rejected and concludes the presence of the problem of contemporaneous correlation. 

6.4.2 Preliminary data analysis 

This study is based on data collected from 16 Arab countries from 2000 to 2011. It may be 

pointed out that initially, this study planned to collect the data of all the 22 Arab countries 

for the period 1995-2011. However, because of data unavailability of some of the countries, 

the data sample has been restricted to 16 countries for the period 2000-2011. With better 

availability of data, this study might have been able to reduce the size of the standard errors 

even further. Importantly, this sample is still representative of almost of Arab countries 

which are Algeria, Bahrain, Djibouti, Egypt, Jordan, Kuwait, Lebanon, Mauritania , 

Morocco, Oman, Qatar, Saudi Arabia, Syria, Tunisia, United Arab Emirates and Yemen. 

6.4.2.1. The Model 

As the objective of this chapter is to examine the determinants of FDI in Arab countries, a 

multiple econometric framework is adopted. To examine the basic determinants of FDI, the 

following model will be estimated: 
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𝑙𝑛𝐹𝐷𝐼 = 𝐵0+𝐵1𝐿𝑛𝑔𝑑𝑝 + 𝐵2𝑔𝑣𝑡𝑒𝑥𝑝 + 𝐵3𝑡𝑟𝑎𝑑𝑒 + 𝐵4𝑔𝑐𝑐𝑑𝑢𝑚 + 𝐵5𝑡𝑒𝑙 + 𝐵6𝑟𝑒𝑔𝑞 +

𝐵7𝐸𝑐𝑜𝑓𝑟𝑒𝑒 + 𝐵8𝑏𝑢𝑠𝑓𝑟𝑒𝑒 + 𝐵9𝑖𝑛𝑣𝑓𝑟𝑒𝑒 + 𝐵10𝑐𝑜𝑟𝑟𝑓𝑟𝑒𝑒 + 𝐵11𝑝𝑜𝑙𝑔𝑙𝑜 + 𝑒  

 

Where  

 𝑙𝑛𝐹𝐷𝐼       =   The natural logarithm of foreign direct investment inflow. 

 

 𝐿𝑛𝑔𝑑𝑝       =   The natural logarithm of real gdp 

 

 𝑔𝑣𝑡𝑒𝑥𝑝     =    Government expenditure as percentage of gdp 

 

 𝑡𝑟𝑎𝑑𝑒       =    Trade openness (trade as percentage of gdp) 

 

 𝑔𝑐𝑐𝑑𝑢𝑚   =   Dummy takes one if the host country is GCC member. 

 

 𝑡𝑒𝑙          =      telephone lines (per 100 people) 

 𝑟𝑒𝑔𝑞         =   Regulatory quality 

 𝐸𝑐𝑜𝑓𝑟𝑒𝑒   =   Economic Freedom 

 𝑏𝑢𝑠𝑓𝑟𝑒𝑒   =    Business Freedom 

 𝑖𝑛𝑣𝑓𝑟𝑒𝑒    =    Investment Freedom 

𝑐𝑜𝑟𝑟𝑓𝑟𝑒𝑒  =    Freedom from corruption 

 𝑝𝑜𝑙𝑔𝑙𝑜      =    Political globalisation 

 𝑒               =     Error term 

6.4.2.2 Data Sources and Description 

The panel data set used for this analysis covers 16 FDI receiving Arab countries and runs 

from 2000-2011. The database has been built using a number of different sources. The main 

source was the World Development Indicators (WDI) database, compiled by the World 

Bank (2011) and Unctadstat. All values used in the analysis are expressed in US dollars in 

real terms. Next is the description of the data used in the empirical analysis: 
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Foreign Direct Investment: There are several sources for data on FDI. The important 

sources are World Development Indicators (WDI), World Bank, United Nation Conference 

of Trade and Statistics UNCTADstat and Data Arab Investment Guarantee Corporation. The 

last one has been used for collecting the data in millions.  

Measures of Market size: The study in this chapter uses gross domestic product as the proxy 

for market size and purchasing power. GDP is measured by the natural log value of Gross 

Domestic Product of each country in US Dollars. The larger the host economy, meaning the 

larger the market of the country, the more FDI is expected. Thus a positive association 

between FDI and GDP is expected. (Source: World Development Indicators (WDI), World 

Bank). 

Policy Measures: A number of macroeconomic policy measures have been considered in the 

literature to investigate the importance of policies in explaining cross-country differences in 

economic performance. Following this literature, measures used in this analysis include: 

 Government Size: Government size, according to Sufian Mohamed and Moise 

Sidiropouls 2010, is measured as the average of government expenditure as a ratio to 

GDP, government expenditure is also used as a measure of macroeconomic 

instability. (Source: UNCTADstat) 

 Trade openness: A country’s trade policies may increase the incentives to invest in 

the country if these policies increase the profitability of investment. Openness is an 

indicator of how well the country is integrated with the global system through its 

international trade position because investors likely want a more open economy with 

free capital flows within regional or global level. Oneyiwu and Shrestha (2004) 

indicate that less capital controls and liberal trade policy would encourage FDI while 

restrictive one would deter FDI. Thus, the more open a country’s trade policy the 
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more it is likely to attract foreign capital investors. So, openness is measured as the 

sum of imports and exports as a percentage of GDP (Levine et al., 2000). (Source: 

UNCTADstat) 

Measures of Institutions Quality (business friendly environment): A number of studies have 

used indexes published under the Heritage Foundation to assess the impact of institutional 

quality on key macroeconomic variables such as investment, productivity, and economic 

growth. Free capital movement from the country is one of the great motives for MNCs 

considering their home countries and thus affect FDI inflows to host country policy (Bende-

Nabdene, 2002). Heritage Foundation constructs economic freedom Index for 165 countries 

in the world on various parameters. The Economic Freedom index is calculated based on 

variables like business freedom, trade freedom, fiscal freedom, government size, monetary 

freedom, investment freedom, financial freedom, property rights, freedom from corruption 

and labour freedom. For the analysis the study considers only business freedom, investment 

freedom and freedom from corruption along with the composite index in the study. The 

database includes another variable that should be included, that is regulatory quality in the 

region. (Source: World Development Indicators (WDI), World Bank) 

Additional Variables: An additional set of explanatory variables is often used either as part 

of the standard framework or to test for the robustness of the results, and several of these 

variables are also included in this sample, as follows: 

 Measure of Infrastructure Quality: Infrastructure can take many forms, ranging from 

lands availability, ports, roads and highways, and supply of water and electricity to 

telecommunication services such as phone lines and Internet (Morisset, 2000). The 

existence of high quality infrastructure will induce foreign investors for doing business 

because of reduced costs hence maximizing return. So availability of quality of 
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infrastructure is an important determinant of FDI. The previous literature shows the 

positive impact of infrastructure facilities on FDI inflows (Wheeler and Mody, 1992; 

Kumar et al 1994; Asiedu, 2002). In this study the telephone lines (per 100 people) have 

been used as a proxy for Infrastructure quality. (Source: World Development Indicators 

(WDI)). 

 Globalisation Index is taken from KOF database. KOF maintains data for three forms of 

globalisation namely Economic Globalisation, Social Globalisation and Political 

Globalisation and Composite Index of Globalisation. The study considered political 

globalisation. Economic Globalisation Index could not be considered because there was 

lots of missing values for GCC countries. 

 A dummy variable named GCC dummy is added to account for the importance of GCC 

countries as FDI receiver or attractive bloc. This dummy is added to find that, if 

common membership in GCC increases FDI inflow into the region.  

The equation has been estimated by using different techniques. OLS, RE and fixed effect 

have been applied for comparison purpose. But the results of most preferred model 

(according to the tests’ results), that is the Random effect model, will be used for the 

interpretation. 

The POLS method indicates statistical errors in estimation and in order to overcome this 

issue robust specification has been used to control the effect of auto correlated disturbance 

and the heteroskedasticity (Cameron, 2008). The estimation coefficients are biased because 

POLS does not permit controlling the individual heterogeneity and hence may yield biased 

results. This impossibility of controlling the individual heterogeneity is due to a correlation 

between some explanatory variables and some unobservable characteristics. And hence, 
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Breusch-Pagan test rejects the null hypothesis in favour of random effects and therefore the 

OLS method is not adequate. 

Although all the coefficients in the RE model are significant; the estimation coefficients 

biased due to the problem of autocorrelation and the heteroskedasticity. To deal with this 

issue in RE model, another alternative approach has been used; that is Feasible Generalized 

least square method. The benefit of this approach is that it allows estimation in the presence 

of AR(1) autocorrelation within panels, heteroskedasticity across panels and 

contemporaneously cross-sectional correlated (Costa- i-Font, 2010).  

All of the coefficients in the FGLS method turned statistically highly significant .Thus all of 

the determinants of foreign direct investment are highly statistically significant at one 

percent level of significance even after allowing for serial correlation and heteroskedasticity 

in the standard errors. This shows the robustness of the estimates. 

The study finds that amongst all the indicators, market size variable exhibit positive sign, 

and the coefficient of the variable accurately reflects theoretical expectations. Government 

expenditure coefficient is also highly significant at one percent level of significance, which 

implies that government size or macroeconomic stability provides opportunities for greater 

FDI inflows.  

GCC dummy is significant and has a negative sign, although Saudi Arabia one of the top 20 

receivers of FDI, GCC as a group receives less amount of FDI and could not fulfill the 

dynamic effect of economic integration by attracting the foreign investors as other economic 

groups. 
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Table: 6.3 Determinants of Foreign Direct Investment  

 

VARIABLES Dependent Variable= Natural logarithm of FDI inflows 

 

 (POLS)* (FE)* RE(GLS)* RE(FGLS)** 

     

lngdp 0.0185*** 

(0.00290) 

0.0423** 

(0.0164) 

0.0255*** 

(0.00742) 
0.0121*** 

(0.00313) 

gvtexp 0.00129* 

(0.000680) 

0.00262 

(0.00175) 

0.00188 

(0.00132) 
0.00161*** 

(0.000302) 

trdop 0.000265** 

(0.000110) 

0.000962** 

(0.000339) 

0.000677*** 

(0.000256) 
0.000248*** 

(.0000606) 

gccdum -0.0465*** 

(0.0121) 

_ -0.0951** 

(0.0399) 
-0.0308*** 

(0.0103) 

tel 0.00149*** 

(0.000368) 

0.00230 

(0.00168) 

0.00173 

(0.00117) 
0.00164*** 

(0.000198) 

regq 0.000475** 

(0.000209) 

0.00123 

(0.000742) 

0.000941 

(0.000595) 
0.000391*** 

(0.000112) 

ecofree 0.00203*** 

(0.000535) 

0.00158** 

(0.000684) 

0.00186** 

(0.000826) 
0.000944*** 

(0.000322) 

busfree -0.00151*** 

(0.000405) 

-0.000948 

(0.000596) 

-0.00120* 

(0.000625) 
-0.00136*** 

(0.000111) 

invfree -0.000635*** 

(0.000164) 

-0.000740** 

(0.000262) 

-0.000854*** 

(0.000268) 
-0.000484*** 

(.0000799) 

cfree -0.00110*** 

(0.000251) 

-0.000567 

(0.000434) 

-0.000806* 

(0.000417) 
-0.000622*** 

(.0000893) 

polglp 0.000437* 

(0.000227) 

0.000156 

(0.000555) 

0.000224 

(0.000370) 
0.000426*** 

(0.000120) 

Constant 10.35*** 

(0.0392) 

9.940*** 

(0.177) 

10.22*** 

(0.107) 
10.42*** 

(0.0326) 

     

BP LM test  27.87  

0.000 

  

Hausman test   13.67 

0.189 
 

Wald test 1191.89 

0.000 

   

Wooldridg test 5681 

0.030 

   

     

Observations 192 192 192 192 

R-squared 0.468 0.397   

r2_a 0.436 0.364 . . 

F 12.30 6.056 . . 

Number of country  16 16 16 

Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1 *Standard errors  

are robust to hetroskedasticity, **fgls, corr(Ar1)panelshetroskedastic 

 



215 
 

Infrastructure, which is measured by telephone lines, shows positive and highly significant 

coefficient at one percent level of significance.  This means that good Infrastructure 

contributes positively towards FDI encouragement but further development in infrastructure 

is necessary which is essential for the productive business environment. And therefore, there 

should be a concentrated effort to upgrade countries infrastructure. 

The coefficient of Economic Freedom explains the documented relationship between this 

variable and FDI. Countries with greater economic freedom lead expansion on the market; 

and larger mobility can attract more FDI.  Economic freedom encourages FDI inflows, 

despite the fact that other aspects of economic freedom are having negative sign and 

showing the inverse relationship between these variables and FDI in the model. This is 

probably due to the fact that countries encourage investments through specific laws or 

possibly due to the fact that such investment needed to be allowed but sometimes with lag to 

translate to any significant impact. This means that FDI requires time lag for its effect to 

become evidence on this variables. 

Control of corruption was found to be negatively related to investments. This is maybe 

because investors do not see potential threats because they operates in bad institutional 

environments and used to deal with corruption in their own countries and they probably do 

not regard it as a severe constraint to investments. Inversely, quality of regulatory 

environment is shown to positively affect FDI inflows. Evidence supports the idea that 

countries suffering the most from weak regulatory framework attract, with no surprise, less 

FDI inflows, indicating what should be done in terms of improving business environment, 

controlling corruption, improving the quality of regulatory as well as deepening cooperation. 

Globalization is one of the current major strategies for attracting Foreign Direct Investment 

(FDI) in many countries (Nunnenkamp, 2002). The evidence shows that there is a 



216 
 

statistically significant relationship between the levels of political globalization and FDI 

inflows. The results imply that low levels of globalization present threats to FDI inflows 

while higher levels present opportunities for greater FDI inflows.  

6.5 The Reality of Foreign direct Investment in Yemen 

Yemen, among other countries, recognizes the importance of FDI in enhancing the growth 

and development of their economies, which leads them to open their doors and welcome the 

investors from all around the world by offering specific incentives to attract FDI. However, 

for the last twenty one years the government has been trying to rationalize the regime 

governing FDI inflows.  

Yemen, like most of other developing countries, has made substantial changes in all aspects 

related to the attraction of FDI. However, Yemen among other countries in West Asia 

region still suffers from relatively small and disappointing record of FDI, even though some 

important Multinational Companies (MNCs) have been presented since the discovery of oil 

in the early 1980s. 

The discovery of oil and gas resources in Yemen was key factors in attracting foreign 

companies to Yemen in the early 1980s. This gave the opportunity for Yemen’s government 

to adopt itself to new world business environment and open its market widely for MNCs. 

But, the state of instability of Yemen since the 1990s has largely responsible for the poor 

attraction of FDI. The following factors which are firstly, the internal political conflict, 

secondly, the economic shocks as a result of Yemen’s position during the Gulf War II, 

thirdly the civil war in 1994 have restricted Yemen from being a major recipient for FDI 

among the countries in the Arab and West Asia regions. 
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 Figure: 6. 18 Yemen's FDI inflows in Millions ($) 2001-11 

 
Sources constructed from UNCTADstat 

 

After the unification in 1990, the General Investment Authority (GIA) has been established 

in March 1992 and the Yemen Free Zones Public Authority (YFZPA) was established in 

1993. The creation of these establishments aimed to create a stable situation and diversified 

investment opportunities that help to attract more FDI inflows to Yemen. Despite of efforts 

and establishing many organizations for creating good investment environment, the last 

eleven years witnessed lots of fluctuation in the FDI inflows due to many reasons like the 

invasion of Iraq, protest in south of Yemen and lastly the Arab uprising that spread across 

the whole region. Indirectly, the global economic crisis had big effect on the FDI inflow. 

The most obvious channels of impact of the global economic crisis in Yemen was through  

the price of oil and economic growth in the Gulf countries that were a major source of 

remittance of income and foreign investment flows for Yemen. The crisis reduced the flow 

of FDI to both the oil and non-oil sectors. The former affected by the lower return in the 

sector. In the non-oil sector, the crisis lowered FDI flows, which came mostly from the Gulf 

and tend to concentrate in tourism, real estate, and some manufacturing industries. The size 

135.5 101.7 5.5 
143.6 

-302.1 

1121 
917.3 

1554.6 

129.2 
-93.32 

-712.81 

-1000

-500

0

500

1000

1500

2000

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

 Yemen's FDI Inward in Millions 2001-11 



218 
 

of non hydrocarbon FDI has been small and less than US $ 100 million in the last 4 years. 

Thus, compared to the major recipient countries in the region, this low amount of FDI 

inflows seems to have been lower mainly due to political instability, inadequate and poor 

infrastructure facilities, underdeveloped domestic market and poor investment climate. 

As a consequence, the current presence of international firms in Yemen, according to the 

GIA is very little. However, Arab companies have an acceptable presence mainly because of 

geographical proximity, whereas by the year 2011 developed countries were the major 

source for the FDI flows to West Asia (UNCTAD, 2012). However the major sources of 

FDI flows to Yemen relied on few countries notably Saudi Arabia, U.A.E, Iraq, and Jordan. 

Moreover, the distribution of investment is mainly concentrated in the tourism, transport, 

fisheries, agricultural, real estate and oil industry sectors. 

 As one of the most important accesses of international economics integration, FDI acts as 

an important role for the economic growth of the regions and countries (UNCTAD, 2009). 

As far as Yemen is concerned, Yemen has made many attempts in order to improve its 

investment climate, yet it failed to become a major recipient of FDI inflows because of its 

failure to create stable environment and good business climate.  

6.6 Chapter Summary 

The dynamic benefits that result from regional trade liberalisation are believed to be a 

sufficient motivation for the formation of trading blocs. Even though if RTAs result in the 

increased levels of trade between partner countries, this increased trade, might not lead to 

economic growth. Therefore, increased levels of FDI, dynamic policy framework and 

government support structures are required in addition to increased levels of trade to ensure 

economic growth. 
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Regional economic integration results in the benefits of free trade within a trading bloc. 

Regional economic integration creates a larger market for goods and services in which 

economies of scale become possible. It results in increased intra-regional trade and 

increased investment. Accordingly, this will offer the benefit of introducing dynamic 

economic growth due to the benefits associated with trade represented by the availability of 

new technologies and the upgrading of skills. FDI performs a very important role in the 

spill-over of these new technologies and the upgrading of skills. 

As per the latest data of UNCTAD, global foreign direct investment trends suggest that 

almost one fifth of the total world foreign direct investment inflows are destined to the 

developing world. However, Arab countries have not been able to increase their share in the 

last fifteen years. On the contrary, FDI needs stable environment, transparent, predictable 

and non-prejudiced business climate as a prerequisite in order to occur. 

In order for Arab countries in general and Yemen in particular to be destinations of FDI, 

they should implement many policy changes if they hope and plan to become more 

competitive in the attraction of FDI. Implementation of policy changes such as reduction of 

excessive regulation, protection and enforcement of property rights, improvement of the 

quality of the bureaucracy and the reduction of corruption will improve the investment.  

Similarly, implementing trade liberalisation policies that will be in line with the requirement 

of the new RTA is a part of these policies. These policies should also include plans for 

creating an absorptive technological capacity, improving the quality of education and 

physical infrastructure. Economic stability through harmonisation of fiscal, monetary, 

financial and exchange rate policies in the region is required, as well as political stability. 

 The decision of MNCs to locate in a particular developing country is driven by the motive 

of profit maximisation. Market seeking, resource seeking and efficiency seeking FDI are 
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distinguished. This distinction relate to the specific way in which MNCs attempt to become 

more competitive. Determinants of FDI are factors in the economies of the destination 

country that indicate whether or not, and what kind of FDI will locate in that particular 

country. Determinants of FDI include the size of the host market, institutional quality, the 

business and investment climate, level of economic development, trade openness, 

infrastructure and other factors unique to the country. These determinants in most of Arab 

economies are not attractive for investors. 

It appears that the current period of severe political and economic turmoil, overall levels of 

FDI continue to be relatively depressed, with a number of investors cancelling or postponing 

projects in many Arab countries. The reactions of investors have been largely in line with 

the research conclusions; as institutions have broken down and environmental uncertainty 

has become very high, many investors with relatively low risk appetite are staying away or 

are redirecting their investments.  

The study used World Bank governance indicators in order to assess the quality of Arab 

institutional framework. The situation of investment in the Arab world can be given to the 

foreign and local investors through the 2011 WGIs. The data shows that Arab countries in 

general and Yemen in particular are characterized by a weak regulatory framework, 

widespread corruption and low level of political stability. It is clear that the quality of the 

institutional framework is a big handicap for FDI inflows to the region. Despite the low rank 

of WGI in the Arab World, the Business Doing reported great rank in regards to the proper 

business atmosphere for foreign investors. Five of the GCC countries Saudi Arabia, UAE, 

Qatar, Bahrain, and Oman have reached the scale on the ease of doing business and placed 

among the top 50 out of 183 countries.  
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Regarding to the classification of the GCC and Yemen countries according to their FDI 

attraction and FDI Potential, it is remarkable that Bahrain, Kuwait and UAE are classified as 

operating below expectation. These countries have significant FDI potential due to their 

relatively high levels of GDP per capita and a significant share in the world market for 

natural resources. However, their FDI performance has been relatively poor. Whereas 

Yemen has not attracted significant FDI flows. 

Arab countries efforts including Yemen’s efforts in attraction of investment are shown to be, 

so far, not effective in boosting FDI flows. As a result, the econometric evidence in this 

study has provided support for the role of market attractiveness; macroeconomic stability or 

government size and trade openness which are normally affecting FDI inflows. Small 

countries in the region can also obtain FDI by improving their institutional quality, 

regulatory stability and policy environment. Further, good infrastructure, microeconomic 

stability, openness to FDI, an efficient legal system and less corruption do also promote 

FDI. Indeed, in order to achieve more effective FDI inflows, more efforts have to be 

undertaken in terms of improving business environment, controlling corruption, as well as 

deepening political cooperation policies and economic freedom. Obviously, it seems that 

becoming more attractive to foreign investors by improving the quality of institutions or that 

of the infrastructure is a positive development. Such efforts will certainly enhance Arab 

countries attractiveness in the eyes of Arab investors as well as foreign investors. 

Yemen is among other countries that recognize the importance of FDI in enhancing the 

growth and development of their economies and leads them to open their doors and 

welcome the investors from all around the world by offering specific incentives to attract 

FDI. Unfortunately, up till now Yemen could not create an attractive friendly and attractive 

business environment in the sight of both the foreign investors as well as GCC wealthy 
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countries. Hence, Yemen economic integration, if achieved, with the GCC may not seem to 

be fruitful in achieving the dynamic effects of REI unless Yemen creates an investment 

environment. The efforts of GCC countries to create economic growth through regional 

economic integration have also been less than successful. In developing countries REI 

should be analysed and structured with a focus on FDI in order to be successful in achieving 

economic growth.  
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CHAPTER-VII 

SUMMARY OF FINDINGS, CONCLUSIONS AND LIMITATIONS OF 

THE STUDY 

7.1 Summary of Findings  

The present study is composed of seven chapters. The first chapter is the introductory 

chapter. This is followed by historical background and literature review. The third chapter is 

the research methodology of the thesis. Chapter IV provides economic and regional profile 

of GCC. Chapter V and chapter VI give analytical insights based on the objectives of the 

study. Apart from what was mentioned in earlier chapters, chapter VII brings the loose 

threads together as a conclusion for the study. The following section provides the details 

covered in each chapter. 

The introductory chapter provides the broad framework and design of the study. This 

chapter introduces the research topic and highlights the research problem to be investigated 

in the study. This is followed by the objectives of the study, methodology used in the study 

and thesis structure.  

The second chapter is ‘Historical background and Literature Review’. This chapter reviewed 

the theoretical and empirical development in the area of regional economic integration. The 

objective of this chapter was to identify the research gap that exists in the literature and to 

identify methodological and measurement problems in the previous studies.  

This chapter highlighted the economic status of the Gulf countries’ economy before the 

formation of the GCC and focused on the concepts of economic integration, definition of 

economic integration, and the origins of regional economic integration theory. This chapter 



224 
 

also reviewed many studies on Regional Economic Integration. The review of previous 

studies showed that the first and the foremost reason behind the creation of the GCC is the 

political interest of these countries to unify their policy to confront threats from neighboring 

countries like Iran and Iraq. The survey of literature found that the economic status of these 

countries has been similar even before the discovery of oil. Prior to the discovery of oil, 

according to the surveyed literature, Gulf States’ economy was dependent on fishing and 

pearl trade and their people were living as nomadic shepherds travelling in search of water 

and grass. The discovery of huge oil wealth in the period between 1940s-1960s created a 

considerable interest in the Gulf countries to form an economic union. 

It is observed from the literature survey that there are only few studies that have been 

carried out on the economic integration and its impact on the GCC countries. Similarly, the 

review of literature found that empirical studies on Yemen are very rare and confined to two 

major studies. Survey of literature revealed that there are a number of methodological and 

measurement problems encountered studies on regional integration. Among these problems 

are functional forms, considering zero bilateral trade, heteroscadasticity, fixed effect model 

versus random effect model, endogenity problem and use of log form. More studies are 

required to address these problems and compare the results. The review of literature 

divulged that there is research gap in the study area and it needs to be covered with 

substantive studies.  

Chapter three of the thesis is the ‘Research Methodology’. The chapter introduces the 

gravity model and its applications in international trade. The study, in this chapter, found 

that the gravity model has been widely applied in international trade studies due to 

simplicity of the concept and the fact that it appears to fit the available data well and the 

ease with which models can be estimated econometrically. Further, the importance of this 
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model is because of the fact that the model can be augmented through the addition of other 

variables that are thought to impact on trade flows such as dummy variables for a common 

language, common borders or historical relationships between countries. Moreover, one of 

the utmost important trends of the gravity model is its easy applicability for policy analysis 

such as studying the effects of regional economic agreements on trade flows between 

countries of membership of trade agreements or studying the effects of common currency 

area.  

Analysis in this chapter reveals that gravity model can be estimated using cross-sectional 

data, time-series data or panel data. The study however reaches to a conclusion that in a 

study including three different regions of the World, the factors affecting bilateral trade is 

likely to be very different. Accordingly, using panel data would provide a solid foundation 

for trustworthy estimates of the effect of RTAs. 

Further, this chapter does also find that many econometric methods can be used for the 

estimation of the panel data such as pooled ordinary least squares (POLS), random effect 

estimator (REM), within estimator (FEM), instrumental variables Hausman– Taylor 

estimator (HT) and fixed effect vector decomposition (FEVD). Moreover, the analysis in 

this chapter finds out that the most relevant estimates are those provided by the FEVD 

estimation method, which is based on the FE estimator, which is the most appropriate for 

this study purposes. The appropriateness of this method is due to the fact that it permits to 

obtain unbiased coefficients and to capture the effects of time-invariant variables. The 

appropriateness of this method is also attributed to its ability to deal with different issues 

other methods fail to overcome. For instance, the bias caused by ignoring individual effects 

altogether in pooled OLS; the possible inconsistency and biased results of the RE estimator; 
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and the arbitrary choice of regressors that might be correlated with the individual effects in 

the HT estimation. 

The fourth chapter of this study titled ‘GCC Economic and Regional Profile’ brings out the 

economic structure and performance of GCC. The objective of this chapter was to provide 

an overview of the economies of the GCC countries, understand the level of development 

and find out the points of meeting between Yemen and GCC represented by the mutual 

interests of both sides.  

As far as intra-GCC relation is concerned, the study finds that though the GCC was 

established in 1981, this bloc was witnessing a period of stagnation till 2001, the year of the 

official declaration of the Customs Union. In addition to the formation of the Customs 

Union, establishing a common market in 2008 which aimed at creating a single environment 

for citizens of member countries to enjoy the rights to move, settle, work, receive social 

protection, retirement, health, education and social services, and engage in various economic 

activities and services. The GCC monetary union was scheduled to come into force in 2010 

but got postponed several times. 

Analysis in this chapter focused on GCC inter-regional relation. It is found that Gulf 

countries have very attractive economies in the world with the high reserve of black gold. 

Gulf countries are the most interesting region and seen as a valuable economic partner for 

some other economic regions as well as countries in the world. Therefore, there are number 

of economic regions and individual countries that are highly willing to get in touch with 

Gulf countries in particular with the trade activities and oil resources.  

The study also found that despite the significant differences in the size of the GCC 

countries, there are important common social and economic features of the GCC countries 
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that include language, religion, political structure, tradition, dependence on hydrocarbons 

(oil and natural gas) for export revenues, and their macroeconomic performance depends on 

global oil prices. Although the extent of this dependence somewhat varies among them, it is 

nonetheless very significant in all its members. The combined real GDP for all six member 

states is estimated at almost US$ 1401.961 billion in 2011. The GDP per capita is quite 

spread amongst the six member states with Qatar enjoying the highest at US$ 88,558.83 and 

Saudi Arabia the lowest at US$ 23,825.70 in 2010. Another point observed in the study of 

this chapter is that oil is the main player in the economies of the GCC countries being states 

holding approximately 35.8 percent of the world’s oil reserves. In addition, Qatar holds 13.5 

percent of world proven gas reserves. The share of oil exports in total exports, the study 

found, is significant for all GCC countries except Bahrain, and this share is ranging between 

96 percent for Kuwait and 64.8 percent for UAE in 2008. The hydrocarbon dependency 

appeared to be highest in Kuwait and Saudi Arabia, and lower in the UAE and Bahrain, 

pointing to more diversified economies in the latter two countries.  

As far as GCC labour market is concerned, the study in this chapter found that the 

percentage of foreign labour in the GCC has systematically been growing over the last 

decades. In all the GCC member states, the expatriate labour surpasses the national labour 

with a percentage ranging between 92 percent in UAE and 51 percent in Saudi Arabia. 

Asians represent the bulk of this labour force constituting 72 percent, Arabs constitute 22 

percent and others account for 6 percent.  

As far as GCC intra trade is concerned, the similarities in terms of resources endowments 

and production structures resulted in a narrow export base. Accordingly, mutual benefits are 

limited and the intra-regional trade is shown to be small only 5.5 percent of total trade. 

Though the GCC economies have tried to be diversified, trade remains a serious dilemma in 
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establishing the GCC as a powerful trade bloc. Regarding the inter trade, though distance 

has a crucial role to play on trade, the GCC member states do not get the benefit of the 

positive role of proximate geography. The study found that the GCC countries tend to trade 

more with far partners. This is explained by the fact that the GCC is surrounded by either 

relatively low income countries or countries that have oil reserves and do not import oil or 

gas from the GCC countries. The GCC countries mainly export commodities to relatively 

wealthy countries like Japan, South Korea, and the US, where the distance and the 

transportation costs do not really matter. The study further showed that GCC trade direction 

is significantly influenced by the global economic circumstances and changes. A well noted 

course of change is the move away from trading with the Western countries to the rising 

economies of Asia including India and China, countries that demand more oil. 

As far as Yemen-GCC mutual interests are concerned, the study showed that inclusion of 

Yemen into the GCC is crucial for solving many problems facing this bloc. Joining Yemen 

to the GCC states, which are very small countries with the exception of Saudi Arabia, will 

enlarge the GCC area, extend the size of its market and solve the problem of imbalance 

between the nationals and the foreigners in GCC small countries. Yemen’s strategic position 

as the southern gate of the Arab peninsula has a crucial role in stability of both Yemen and 

GCC. This strategic location of Yemen strengthens the GCC position in the face of the 

multiple threats especially Al-Qaida and the Iranian regular threats of closing the Strait of 

Hurmoz in the face of GCC oil shipment. The study reaches the conclusion that one of the 

issues that can bring huge benefits to Yemeni economy when joining GCC is lifting the 

strict restrictions on Yemeni labour which is of paramount importance for Yemeni economy. 

Yemen’s accession will not crowd out GCC nationals out of the labour market but will 

compete mainly with foreigners in the private sector. Therefore, exporting Yemeni labour to 
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neighboring Gulf countries can be a key short-term solution for the problem of 

unemployment in Yemen.  

Trade relationships between Yemen and the GCC can gain an additional significance after 

joining the GCC. For instance, pursuing an RTA with GCC members will benefit Yemen, as 

trade diversion will be minimized. Similarly, the Yemeni cheap work force will make 

Yemen more attractive of the GCC investors.  

The fifth chapter of the thesis is ‘Yemen’s Trade Potential with the Gulf Cooperation 

Council (GCC) Countries: A Gravity Model Analysis’. This chapter analyzes the economic 

impact of the GCC on trade flows of member and nonmember and its impact on the welfare 

of participating nations. The study also estimated Yemen’s trade potential with the six-

members of GCC.  The gravity model has been used to first analyze the GCC bilateral trade 

flows. Gravity model has been estimated using different techniques with Secondary panel 

data which had been collected from 34 countries representing most of the first 10 major 

trading partners for the GCC member states and Yemen from different geographical regions 

of the world, for the years 1997-2010. Then the coefficients that were obtained from the 

extended gravity model were used to predict Yemen’s trade potential with GCC countries.  

The estimation method used in this study took two stages. In the first stage three equations 

have been estimated: Basic gravity model, Augmented gravity model and Extended gravity 

model. These equations have estimated using different techniques. The dependent variable is 

merchandise trade (exports plus imports in US dollars), in log form, between pairs of 

countries. Then the extended model which is the workhorse of this study is estimated by 

using three versions of gravity equation with different dependent variables. Natural 

logarithm of bilateral trade was used as dependent variable, while in other two equations 

natural logarithms of exports and imports was employed as dependent variables. 
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In the second stage of estimation, the workhorse gravity model of this study which is the 

extended gravity model has been used to analyze Yemen’s GCC trade flows and the 

coefficients obtained were incorporated to predict Yemen’s potential with the GCC 

countries. 

The results show that the conventional gravity effects are reasonable in this analysis and all 

standard gravity variables (GDP and distance) seem to be highly statistically significant at 

one percent. Furthermore, the study finds that all variables have their expected signs except 

the border variable which has a negative sign. The dummy variable for RTA is highly 

significant. The common membership of an RTA explains some amount of bilateral trade 

over and above that explained by the other basic variables. Moreover, the coefficients of the 

dummy variables for RTA for the different models were highly significant implying that the 

trading arrangement can lead to increase in bilateral trade as well as diversification of 

bilateral trading portfolio.  

The estimated models have supported that the GCC bloc is a trade creation bloc for the 

partners as well as for the rest of the world. But the rest of the world have benefited more 

than the members because the sum of 𝐺𝐶𝐶𝑒𝑥𝑝 (extra bloc export) and 𝐺𝐶𝐶𝑖𝑚𝑝 (extra bloc 

import) effects is higher than the “GCC’s intra-bloc trade bias.” Therefore Intra bloc trade 

is lower than “GCC's extra-bloc openness.” 

The results of the second stage of estimation indicate that the magnitude of Yemen’s trade 

potential is highest with Qatar, followed by Bahrain, and Oman in the recent years. And 

according to 2010 data, currently Yemen can increase its trade with Qatar by 1.27 times and 

to Bahrain and Oman by 1.05, and 1.03 times respectively. All the model specifications 

consistently showed no trade potential with UAE, Saudi Arabia and Kuwait. This implies 

that currently Yemen is overtraded with UAE, Saudi Arabia and Kuwait. 
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Chapter six of the thesis is titled ‘Regional Economic Integration and FDI Inflow: A Case of 

GCC Countries and Its Implications on Yemen’. The study in this chapter was carried out to 

understand the role of regional economic integration in attracting FDI, examine the 

investment climate in Yemen and GCC countries and explore the extent to which the GCC 

countries have benefitted from its economic integration in attracting the FDI.  

In order to assess the quality of GCC and Yemen institutional framework among Arab 

countries, the study analyzed empirically the country specific business environments using 

three indices. The first one is based on the statistical data of the six dimensions of 

Worldwide Governance Indicators. The second one is based on ‘Doing Business’ topics. 

And the third one is based on potential and attraction index. 

The 2011 WGIs used in this study give the foreign and local investors a general overview 

about the situation of the Arab World. The results show that Arab countries in general and 

Yemen in particular suffer from a weak regulatory framework, widespread corruption and 

low level of political stability. These indicators reflect the syndrome of a risk prone region 

that inhibits foreign investors despite the investment opportunities of the region. The quality 

of the institutional framework is a big handicap for FDI inflows to the region. The Doing 

Business Index reported a great rank in regards to the proper business atmosphere for 

foreign investors; five of the GCC countries Saudi Arabia, UAE, Qatar, Bahrain, and Oman 

have climbed the scale on the ease of doing business and ranked among the top 50 out of 

183 countries. Regarding the classification of the GCC and Yemen countries according to 

their FDI attraction and FDI Potential, the study observes that Bahrain, Kuwait and UAE are 

classified as operating below expectation. These countries have significant FDI potential 

due to their relatively high levels of GDP per capita and a significant share in the world 

market for natural resources. However, their FDI performance has been relatively poor. 
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Whereas Yemen has not attracted significant FDI flows.  Saudi Arabia and Qatar have 

succeeded to attract a great deal of FDI in the recent years. 

Chapter VI examined different factors responsible for variation in foreign direct investment. 

The study has used a model based on previous empirical studies that have been done on the 

determinants of foreign direct investment to developing countries. The panel data estimation 

has been selected to capture the dynamic behaviors of the parameters and to provide more 

efficient estimation and information of the parameters. 

The Arab countries in general and Yemen in particular should implement many policy 

changes if they hope and plan to become more competitive in the attraction of FDI. These 

changes will improve the investment climate through policies aimed at a reduction of 

excessive regulation, protection and enforcement of property rights, improvement of the 

quality of the bureaucracy and the reduction of corruption. Further, implementing trade 

liberalisation policies that will be in line with the requirement of the new RTA is a part of 

these policies. These policies should also include plans for creating an absorptive 

technological capacity, improving the quality education and physical infrastructure. 

Economic stability through harmonisation of fiscal, monetary, financial and rate exchange 

policies in the region is required, as well as political stability. 

Chapter seven of the thesis titled ‘Summary of findings, Conclusions, Limitations of the 

study and Recommendations, apart from bringing the loose threads of every chapter together 

includes the major findings of the study.  

7.2 Conclusion 

Based on the various findings summarized above, this study gives the following 

conclusions: 
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Firstly, globalization appears to be economic facts of life in the 21st century. The creation of 

the WTO with the objective to establish commercial rules at the global level supports the 

idea that regional economic arrangements will be the wave of the future. GCC is a relatively 

young integration project that emerges in response to these new developments.  

Secondly, this thesis analyzes GCC patterns of trade and argues that although one of the 

main goals of the Unified Economic Agreement was to increase intra-regional trade share, 

still the intra-regional trade share remains very small at less than six percent. It is further 

argued that the dominance of oil in the GCC's exports had a substantial impact on its trade 

with outsiders, and both its exports and imports are highly influenced by fluctuations in oil 

prices. 

Thirdly, there are some impediments to intra-GCC trade. Among these impediments is 

related to diversification which is considered the largest constraint to increased intra-GCC 

trade and therefore to overall economic growth. So, without being able to diversify from oil, 

by producing different products, the GCC intra-regional trade share will remain small.  

Fourthly, GCC labour market relies heavily on an expatriate workforce both in terms of 

skilled and non-skilled labour. As a result, in number of these countries, the expatriate 

labour force far outnumbers the nationals.  

Fifthly, inclusion of Yemen into the GCC bloc would be effective in solving some problems 

facing the two sides. This expansion of the GCC would overcome the threat of population 

structure, extend the size of the GCC market and ensure the safety of the region as Yemen 

has a strategic position as the southern gate of the Arab peninsula. Similarly, Yemen would 

have great benefit represented by solving the problem of high unemployed skilled and 

unskilled labour who will at the same time provide high remittance to the country. 
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Sixthly, this study finds that common membership of an REI explains some amount of 

bilateral trade over and above that explained by the other basic variables in the gravity 

model. Because of the two integration dummies, the intra-GCC bias and the GCC’s extra-

bloc openness, are positive and significant, it can be concluded that the GCC has been a 

trade creating bloc. The study found that the GCC bloc is a trade creation bloc for the 

partners as well as for the rest of the world, but the rest of the world has benefited more than 

the members. 

Seventhly, the magnitude of Yemen’s trade potential is highest with Qatar, followed by 

Bahrain, and Oman in the recent years. The study found that there is no trade potential with 

UAE, Saudi Arabia and Kuwait. This implies that currently Yemen is overtraded with UAE, 

Saudi Arabia and Kuwait as they are the largest three trading partners of Yemen in the GCC 

and Yemen’s export basket to these three countries is not diversified and confined to limited 

number of items and the same is found in GCC’s exports to Yemen. 

Eighthly, there is a high export similarity between Yemen’s exports and GCC oil producing 

countries’ exports and the same case of similarity is found in terms of Yemen’s and GCC’s 

imports, hence limiting the potential of expanding intra regional trade. Furthermore, the low 

level of industrialization among the GCC states as well as in Yemen will decrease hopes of 

trade potential in the near future.  

Ninthly, this study concludes that Arab countries’ efforts including Yemen’s efforts in 

attracting investment are shown to be, so far, not effective in boosting FDI flows. Further, 

the econometric evidence in this study has provided support for the role of market 

attractiveness; macroeconomic stability or government size and trade openness which are 

normally affecting FDI inflows. Small countries in the region can also obtain FDI by 

improving their institutional quality, regulatory stability and policy environment. Further, 
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good infrastructure, openness to FDI and an efficient legal system do also promote FDI. 

Indeed, in order to achieve more effective FDI inflows, more efforts have to be undertaken 

in terms of improving business environment, controlling corruption, as well as deepening 

political cooperation policies and economic freedom. Such efforts will certainly enhance 

Arab countries attractiveness in the eyes of Arab investors as well as foreign investors. 

Tenthly, Yemen has up till now failed to create friendly and attractive business environment 

in the sight of both the foreign investors as well as GCC wealthy countries. Hence, Yemen 

economic integration, if achieved, with the GCC may not seem to be fruitful in achieving 

the dynamic effects of REI unless Yemen creates an attractive investment environment. The 

efforts of GCC countries to create economic growth through regional economic integration 

have also been less than successful. 

Moreover, this study concludes that Yemen which is receiving fewer foreign investments 

could make itself more attractive to potential foreign investors. So, the policy makers in 

Yemen should remove all barriers to trade, develop its infrastructure and government 

expenditure and build appropriate institutions. Yemen government and FDI relevant 

authorities have to exert utmost efforts to attract FDI from the neighbouring countries and 

the developed countries as well.  

Finally, the study opines that Yemen should not bind itself in hopes of joining the GCC only 

because, though, Yemen shares similar cultural and religious systems with the GCC, the 

GCC countries’ approach toward including Yemen is a cautious one which reflects 

disparities in political and economic backgrounds. This is indicated by GCC Secretariat, 

who requested Morocco and Jordan in May 5, 2011 to have a membership in the council 

though the two countries have no boundaries with the GCC. This strange approach is a pure 

political strategy aims at firstly, bringing Arab monarchies together to face the wave of 
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revolutions taking place in the Middle East in order to survive and secondly, confronting the 

Shi’ate expansion in the area.  

7.3 Recommendations 

i. To avoid the influence of fluctuation in oil prices on the economy and instead of 

relying on oil only, GCC countries should diversify their economy; a step that will 

increase intra trade among the GCC states.  

ii. Being surrounded by vast and large growing markets, the GCC as a regional bloc 

should be able to benefit from its geographic location and its rich resources if it 

meets the challenges of diversification. 

iii. Yemeni government should adopt policy reforms in both the educational systems 

and the labour markets to meet the requirements of the GCC’s labour market. This 

will largely benefit both sides. 

iv. For the integrated bloc to attain a higher share of sustainable growth and 

development, diversification policies have to be given priority and looked at as 

complementary to the integration process. Therefore without implementing these 

policies, Yemen’s and GCC’s economic benefits from integration, if integration is 

achieved, will be very small until these economies change their economic structures. 

v. There is a high similarity between Yemen and GCC countries in terms of both 

exports and imports. Hence, this similarity is limiting the potential of expanding 

intra regional trade. For Yemen and GCC coputries to increase trade among them, 

these economies need to develop and industrialize. 

vi. In developing countries like Yemen and GCC countries, REI should be analysed and 

structured with a focus on FDI in order to be successful in achieving economic 

growth. Increased levels of FDI, dynamic policy framework and government support 
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structures are required in addition to increased levels of trade to ensure economic 

growth. 

vii. Yemen’s and GCC’s governments should engage in more efforts in attracting FDI to 

the region using their comparative advantage in marketing investment opportunities 

for the region. This will help in transferring technology, diversifying the economy 

and employing many unemployed citizens. 

viii. Yemen economy needs increasing efforts and legislative works to be an attractive 

country for FDI. More development must be done in the promising sectors that can 

provide the foreign investment with agglomeration and integration tools. 

ix. The policy makers in Yemen and FDI relevant authorities should remove all barriers 

to trade, develop its infrastructure and government expenditure, control corruption, 

deepen political cooperation policies and economic freedom and build appropriate 

institutions in order to make Yemen more attractive to foreign investors. 

x. Yemen shall pursue RTA and Investment treaties with developed countries to get 

benefitted from the new wave of regionalism. Further, this entails Yemen to ensure 

an attractive investment climate.  

xi. Yemen and GCC states have a very good opportunity to learn from the integration 

process of Europe. This is not to recommend the application of the European way of 

integration because they are developed countries, but rather to learn from a mature 

experience that is considered a success and apply what is applicable rather than 

trying to reinvent the wheel. 

7.4 Limitations 

The study has its share of limitations which are beyond the control of the researcher. Among 

these limitations is the difficulty of using an accurate method which is computable general 
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Equilibrium method due to the difficulty of getting the complete data required for this 

method. Therefore, the study relied on the gravity framework of analysis to carry out this 

study. 

Another limitation is that any research on the GCC and Yemen especially that is carried out 

by individual researchers will face the difficulty, if not the impossibility, of finding the right 

data. The unavailability of data on some determinants of FDI inflow like natural resources is 

considered as another limitation of this study.  

The choice of key determinants of FDI has been limited to a specific number of factors in 

order to avoid over-parameterization, however, there could be additional factors affecting 

FDI inflows to any country but that this study could not deal with.  Likewise, finding data 

on bilateral investment could have been another improvement for the model if the data was 

available. Further, the initial results of the study could have been improved by the 

availability of data on these important indicators. One shortcoming of this dataset is that it 

does not cover bilateral FDI between developing countries and with developed countries 

because this data is not available for developing countries like Arab countries. 

It was difficult to carry on study using gravity model based on bilateral investment data 

between developing countries as well as with developed countries because, unfortunately, 

developing countries don’t have strong database. Only two sources for bilateral investment 

data are found: first is the Arab Investment and Export Credit Guarantee Cooperation and 

second is OECD online database. The first dataset offers data only between Arab countries 

and nothing with rest of the world. Similarly, this set of data has around 45 percent missing 

values. The second dataset offers data only between OECD countries and with the rest of the 

world. If this data was available, the study would have allowed the researcher to study the 

dynamic impact of economic integration on members as well as the rest of the world using 
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gravity model. Thus, the results of this study are gained on the basis of available data; 

however, availability of a complete and right dataset could have improved the results. 
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Table A-1: Intra-GCC Trade as a share of Total Trade (%) (Millions of U.S. $) 

  Exports Imports Total Intra-GCC Trade 

Year Total  Intra-

gcc 

(%) 

Rest of 

the 

world(%

) 

Total Intra-

gcc 

(%) 

Rest of 

the 

world(%) 

Total Intra-

gcc(%) 

Rest of 

the 

world(%

) 

1980 

 

156100.6    2.81       97.03  51925.82   6.56       93.44  208026.5      3.86        96.14  

1981 164741   4.76        96.60  59570.31    7.77       92.23  224311.3     4.56        95.44  

1982 117752.5   5.80        95.84  66630.23   5.57       94.43  184382.7     4.67       95.33 

1983 84322.18    4.77        95.73  62207.46    5.01       94.99  146529.6     4.59        95.41  

1984 75521.41    5.36        95.46  55079.4    6.14       93.86  130600.8      5.21        94.79  

1985 63875.06   6.52        95.15  44015.91    7.62       92.38  107891      5.98        94.02  

1986 47577.27    7.75       91.14  37831.75    6.79       93.21  85409.02      7.94        92.06  

1987 54396.92    8.81        91.22  38570.99    7.56       92.44  92967.91      8.27        91.73  

1988 54235.15 7.75        90.58  42954.1    7.31       92.69  97189.25      8.49        91.51  

1989 65934.5    7.43    90.25  44031.83   8.35       91.65  109966.3      9.19       90.81  

1990 86571.02    8.39  92.02  47734.75    8.38       91.62  134305.8    8.12     91.88  

1991 82338.34   5.37    94.22  55479.78 7.02       92.98  137818.1      6.28       93.72  

1992 88612.28    6.48  93.88  68292.86 6.48       93.52  156905.1    6.28     93.72  

1993 83638.3 6.42   93.42  65076.28 7.76       92.24  148714.6     7.10        92.90  

1994 85781.63    5.83     93.15  60716.51   8.47       91.53  146498.1    7.52     92.48  

1995 100881.9  5.77    93.23  66103.92   8.65       91.35  166985.8     7.52        92.48  

1996 118395.4    6.05     93.56  70877.42  8.87       91.13  189272.8    7.35      92.65  

1997 125988.3    8.88        93.55  71803.27    9.23       90.77  197791.6      7.46      92.54  

1998 91478.44    6.71        91.96  75917.59    8.11       91.89  167396      8.07    91.93  

1999 109582.1   4.44     93.33  81996.63    8.41       91.59  191578.7      7.41     92.59  

2000 164388.3    5.19  95.12  75326.68    8.96       91.04  239715     6.16       93.84  

2001 154567.9    5.35  94.77  81680.37    8.85       91.15  236248.3      6.48      93.52  

2002 151015.2    4.74      94.07  85324.95    9.03       90.97  236340.1      7.05    92.95  

2003 188823.1    3.78       95.02  103058.6   8.30       91.70  291881.7      6.15    93.85  

2004 248787.6    3.43     95.38  151140.7  7.26       92.74  399928.3    5.62    94.38  

2005 335195.6    3.68    95.46  199336.8   7.25       92.75  534532.4      5.55        94.45  

2006 412951.9   4.13  95.47  233905.3  7.66       92.34  646857.2    5.66      94.34  

2007 453276    3.42     95.13  305522.8    6.92       93.08  758798.8      5.69       94.31  

2008 645681.8 4.47  95.53  388923.6 7.12       92.88  1034605 5.47    94.53  

Source: Calculated from UNCTAD 1980-2008. 
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     Table A- 2: Descriptive statistics  

 

 

         within                .0076888   .1853196    1.18532       T =      14
         between               .4369664          0          1       n =    1122
comlan~o overall    .2567482   .4368532          0          1       N =   15708
                                                               
         within                .0076888   .1158009   1.115801       T =      14
         between               .3901937          0          1       n =    1122
comlan~f overall    .1872294    .390108          0          1       N =   15708
                                                               
         within                .0076888  -.0250191   .9749809       T =      14
         between               .2103234          0          1       n =    1122
contig   overall    .0464095   .2103769          0          1       N =   15708
                                                               
         within                       0   .1497326   .1497326       T =      14
         between               .3569683          0          1       n =    1122
gccimp   overall    .1497326   .3568205          0          1       N =   15708
                                                               
         within                       0   .1497326   .1497326       T =      14
         between               .3569683          0          1       n =    1122
gccexp   overall    .1497326   .3568205          0          1       N =   15708
                                                               
         within                       0    .026738    .026738       T =      14
         between               .1613885          0          1       n =    1122
gccdum   overall     .026738   .1613217          0          1       N =   15708
                                                               
         within                .0224173    5.79795   8.713509       T =      14
         between               .8556095   4.934522   9.843328       n =    1122
lndiscap overall    8.505255    .855549   4.934522   9.843328       N =   15708
                                                               
         within                .3486261   3.299283   11.45397       T =      14
         between               1.313175   3.678964   13.45915       n =    1122
lngdpp~f overall    9.286537   1.358139   .5870892   13.65181       N =   15708
                                                               
         within                .1967397   11.96122   13.45476       T =      14
         between               1.696928   9.358865   16.29538       n =    1122
lngdpj   overall    12.57685   1.707597   9.027085   16.40689       N =   15708
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         within                .8475745   -.415946   20.99367       T =      14
         between               2.432721   2.882317   19.30685       n =    1122
lnimpo~s overall    13.07772   2.575192          0   19.76343       N =   15708
                                                               
         within                .7721107   3.725651   20.22187       T =      14
         between               2.384779   3.919312   19.33871       n =    1122
lnexpo~s overall    13.09159   2.505717          0   19.68419       N =   15708
                                                               
         within                .6484376   4.911125   17.60665       T =      14
         between               2.132955    7.69443   19.88989       n =    1122
lntttr~e overall    14.02425   2.228498   .6931472   20.21238       N =   15708
                                                                               
Variable                Mean   Std. Dev.       Min        Max      Observations

. xtsum  lntttrade lnexports lnimports lngdpi lngdpj lngdppcdif  lndiscap gccdum gccexp gccimp contig comlang_off comlang_ethno

                delta:  1 unit
        time variable:  year, 1 to 14
       panel variable:  crypair (strongly balanced)
. xtset crypair year
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Table A- 3: Correlation Matrix 
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Table A-4: Descriptive statistics 

 . 

         within                 6.35634    46.5937    80.1812       T =      12
         between               16.83246    43.6475      92.06       n =      16
polglp   overall    64.39786   17.53332      38.76      94.02       N =     192
                                                               
         within                8.673896   24.26042   66.92708       T =      12
         between               17.05885       18.5   70.66667       n =      16
cfree    overall    42.92708   18.69443         10         90       N =     192
                                                               
         within                9.833918   16.35417    73.4375       T =      12
         between                9.86776   29.16667   67.08333       n =      16
invfree  overall    47.60417   13.72847         20         75       N =     192
                                                               
         within                6.972258   44.52865   82.17031       T =      12
         between               9.638396   45.91667   82.06667       n =      16
busfree  overall    64.13698    11.6688       32.9       86.1       N =     192
                                                               
         within                3.048604    51.5974   67.70573       T =      12
         between               7.462062      44.75   74.46667       n =      16
ecofree  overall     60.0474   7.859359       36.3       77.7       N =     192
                                                               
         within                5.997426   28.26134    72.2267       T =      12
         between               18.17002   13.90317   73.29542       n =      16
regq     overall    47.41107   18.63075   7.843137   83.33334       N =     192
                                                               
         within                2.422736   4.571482   18.61679       T =      12
         between               8.232861   1.478524   28.49651       n =      16
tel      overall    13.37222   8.351413    .717777   33.62782       N =     192
                                                               
         within                       0       .375       .375       T =      12
         between                     .5          0          1       n =      16
gccdum   overall        .375   .4853886          0          1       N =     192
                                                               
         within                11.20403   58.39339   132.5635       T =      12
         between               27.41374    53.5465   154.0683       n =      16
trdop    overall    91.20448   28.87495   39.01794   175.9588       N =     192
                                                               
         within                2.166221   10.97393   23.96968       T =      12
         between               4.668698   8.274035   24.44784       n =      16
gvtexp   overall    16.84356    5.02334   5.757321   28.73091       N =     192
                                                               
         within                .2037456   9.739151    11.1193       T =      12
         between                1.52845   6.653884   12.65333       n =      16
lngdp    overall    10.32873   1.497708   6.445114   12.86133       N =     192
                                                               
         within                 .033169   10.46388   10.74165       T =      12
         between               .0293715    10.5511   10.65598       n =      16
lnfdi    overall    10.58328     .04374   10.53045   10.81435       N =     192
                                                                               
Variable                Mean   Std. Dev.       Min        Max      Observations

. xtsum  lnfdi  lngdp gvtexp trdop gccdum tel regq ecofree busfree invfree cfree polglp

. 

                delta:  1 unit
        time variable:  year, 2000 to 2011
       panel variable:  country (strongly balanced)
. xtset country year
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Table A-5: Correlation Matrix  
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